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In this issue we have collected a 
number of articles dealing with estate 


and gift tax problems. * * * * * * 


In the next issue we will have greater 
variety, including an article on excise 
taxes, one dealing with the subject of 
delinquent returns, another on the tax 
problems of the State of Pennsylvania, 
as well as three articles having their 
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roots in foreign affairs. Not to be over- , 
looked are “Tax Classics,” by the . 
philosopher-taxman Robert S. Holzman, , 
: Editor ‘ 

and our other regular features— Books Henry L. Stewart 
‘ “= = _— Washington Editor P 
.. . Articles,” “Tax-Wise” and “Wash- aauns L. Long | 

; - 9 * * K K K K & Advisory Editor 
ington Tax Talk. Guaus¢. ieee , 
Business Manager 1 
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interpretations of tax laws and other tax information, 


The editorial policy is to allow frank discussion of tax issues. On this basis contri- 
butions are invited. Care will be exercised in checking the accuracy of data printed, but 


responsibility is not assumed for the contents of the articles or for the opinions expressed 
therein. 
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Carry-Backs and Carry-Overs 
SIR: 

It is time to drum up interest in legis- 
lation to correct the situation growing out 
of I. T. 3711, CB 1945, 162 and the Joseph 
Sic (CCH Dec. 16,435, 10 TC 1096), Laeier 
v. U. S. (48-1 ustc J 9402, 170 F. (2d) 521), 
Pettit v. Commissioner (49-1 ustc J 9296, 175 
F. (2d) 195) and Hartwig N. Baruch (CCH 
Dec. 16,513, 11 TC 96, aff'd 50-1 ustc 
9117) cases. All these cases stand for the 
proposition that, in the computation of a 
“net operating loss,” Section 122 (d) (5) 
bars allowance to an individual of loss on 
an isolated sale of “business” land or of 
“business” depreciable assets. In the Sic 
case, the Tax Court cited the Supreme 
Court’s quotation in Dalton v. Bowers (3 
ustc J 1008, 287 U. S. 404 (1932)) from the 
appellate opinion construing the clause “at- 
tributable to the operation of a trade or 
business regularly carried on.” 

The Tax Court misread earlier law and 
failed to make crucial distinctions. The ap- 
pellate courts relied too much upon a chain 
of precedent unsoundly bottomed. We 
come to a state of decisions promising to 
deny absolutely to the individual business- 
man any means of carrying back or over 
the losses on disposition of his tools, while 
extending that privilege to the business cor- 
poration and extending to the investor (and 
the owner of nonbusiness earning assets of 
virtually any character) a similar right. 

This cannot have been the intention of 
Congress. 

M. H. ScHULDES 
GREEN BAY, WISCONSIN 

[See R. T. Boehm, “Melody in G’s,” TAxeEs 

—The Tax Magazine, February, 1950.—Ep.] 


Figure It Out Yourself 
SIR: 

The review of Mr. Lipkin’s “Mental Multi- 
plication” on pages 176 and 177 of the Febru- 
ary, 1950 issue of TAXxEs reminds me of a 
method of multiplication whereby you can 
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multiply any number by any other if you 
can multiply and divide by two. 

Let’s illustrate—We’ll take 176 x 177, 
the page numbers on which the review of 
Mr. Lipkin’s book appears, so that you can 
be satisfied that the deal is honest and that 
I have nothing up my sleeve. If we multiply 
these two numbers by abacus, by electronic 
calculator or by sixth-grade methods, we 
will get 31,152. 

Now let’s do it by the system of two’s. 
This is the solution: 





A B 4 
176 177 x 
88 354 x 
44 708 x 
22 1,416 x 
11 2,832 2,832 
5 5,664 5,664 
2 11,328 x 
1 22,656 22,656 
31,152 


The process is as follows: 

(1) Set up three columns—A, B and C. 

(2) Start by putting one of the numbers 
to be multiplied at the head of each of 
columns A and B. 

-(3) Keep dividing by 2 in column A until 
you come to number 1. Drop all fractions; 
they are not needed in this simple system. 

(4) Give each column A number a mate 
in column B, by multiplying the lead num- 
ber (177) and each successive number by 
2 as shown in the solution. 

(5) In column B strike out all numbers 
whose column A mates are even numbers. 

(6) List in column C the numbers re- 
maining in column B, these being the num- 
bers whose column A mates are odd numbers. 

(7) Now add the numbers appearing in 
column C and you have your answer— 
SL F532. 

Try it with any pair of numbers and satisfy 
yourself. Please do not ask me why it 
works. I like to quit when I’m ahead. 

THEODORE SISKIND 





New Yorxk City 
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Tax-Wise 


Taxes... 
Tax People... 
Things Taxed... 





Secretary Snyder 
Recommends Changes 


In his statement of February 3, 1950, be- 
fore the House Ways and Means Committee, 
Secretary Snyder recommended tax revision 
as follows: 


Excise Tax Reduction—Elimination of the 
tax on transportation of property (presently 
three per cent), reduction of the tax on 
transportation of persons from fifteen per 
cent to ten per cent, reduction of the tax on 
long-distance telephone and telegraph mes- 
sages from twenty-five per cent to fifteen 
per cent and reduction of the retail excises 
on furs, luggage, jewelry and-toilet prepa- 
rations from twenty per cent to ten per cent. 
Television sets would be included in the 
present manufacturers’ excise tax on radios 
(presently ten per cent). 


Depletion Allowances.—Limitation on per- 
centage depletion or the termination of the 
option to deduct development costs. One 
limitation would restrict the percentage of 
gross income which might be deducted as 
depletion. Specifically, it is proposed that 
percentage depletion for oil, gas and sulfur 
be reduced to fifteen per cent of gross in- 
come and for nonmetallic minerals to five per 
cent. The fifteen per cent rate now allow- 
able for metals would not be changed. Oil 
and gas development costs would be re- 
quired to reduce income from the property 


| by the amount of such costs in computing 


the depletion allowance. 


Charitable and Educational Organizations. — 
Income derived by charitable and educa- 
tional organizations from the operation of 
businesses which are clearly unrelated to 
their primary functions to be taxed at 
regular corporation-income tax rates. Ifa 
charitable foundation or trust was formed it 
would have to pay out substantially all its 
net income within a specified period after 
the close of every taxable year. Dealings 
between the trust and its creator, or busi- 
nesses under his control, would be prohibited. 


Tax-Wise 


Life Insurance Companies.—Elimination of 
the industry-wide average which has been 
used in taxing life insurance companies. 
The “average” referred to is the industry- 
wide percentage figure, determined by the 
Secretary, which is applied in computing 
reserve and liability credit of all insurance 
companies. Suggested is taxation of life in- 
surance companies, not only on investment 
income, but also on underwriting profits. 


Tax Loopholes—These should be closed 
by the following changes in the law: 


(1) ‘COLLAPSIBLE” CORPORATIONS.—Where 
such a corporation was organized for tax 
avoidance, long-term capital gain treatment 
would be denied to a shareholder who sold 
or liquidated his securities. 


(2) Section 117(j).—Land and depreciable 
property used in a taxpayer’s trade or busi- 
ness would be a “capital asset.” Not only 
gains, but also losses from sale or exchange 
of such property would be given capital- 
asset treatment. 

(3) SHORT SALES—Proposed legislation 
would bar creation of fictitious loss-offsets 
and conversion of short-term gains into 
long-term gains through short sales in “sub- 
stantially identical” securities or commodities. 


(4) ForeicGN PRoFITs oF SUBSIDIARY.—Such 
earnings realized by a domestic corporation 
through liquidation or merger of a foreign 
subsidiary would be taxed. 


(5) DIstrIBUTIONS IN KIND.—In the case 
of such a distribution by a subsidiary to a 
parent corporation, the parent’s dividend 
credit (presently eighty-five per cent) would 
be computed on the basis of the property in 
the hands of the subsidiary. Full tax would 
be payable by the parent on any increase in 
value of the property distributed. 

(6) Possessions INcOME. — Citizens in 
United States possessions would have the 
same status as citizens who reside in foreign 
countries. (Citizens in foreign countries 
must have a bona fide foreign residence of 
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one year in order to obtain an exemption for 
earned income.) 


(7) Pre-Marcy 1, 1913 EARNINGs.—Dis- 
tributions by corporations out of such earn- 
ings or profits would be taxable. 


(8) NonrESIDENT ALIENs.—Capital gains 
of such aliens (now exempt) would be tax- 
able at a thirty per cent rate. 


(9) INSURANCE INSTALLMENT PAYMENTS.— 
Where life insurance proceeds were received 
in installments, any part attributable to in- 
terest would be taxable. 


Corporation Income Tax.—Proposed is 
the elimination of the corporate “notch” 
rate of fifty-three per cent for corporations 
with net income between $25,000 and $50,000. 
One rate would apply for net incomes above 
$25,000—a rate of forty-two per cent. The 
present rate for corporations with net in- 
come over $50,000 is thirty-eight per cent. 
Net operating loss could be carried over five 
years and carried back one year. 


Foreign Investments—Foreign-branch op- 
erations would be placed on an equal foot- 
ing with foreign subsidiaries by allowing 
postponement of tax on branch income until 
it is returned to the United States. Presently, 
the earnings of a foreign subsidiary are not 
taxed to the parent until they are transferred 
as dividends to the parent in the United 
States. Branches would be accorded similar 
treatment. A United States corporation 
could claim credit for taxes paid by a foreign 
corporation in respect to dividends received 
from the foreign corporation even if it did 
not own a majority of the voting stock. 
Foreign tax-credit limitations would be 
liberalized in cases where losses in one for- 
eign country offset profits in another. Ex- 
emption of earnings in foreign countries 
would be applied to the entire period of 
residence abroad, once a bona fide foreign 
residence is established by a United States 
citizen. 


Nation Not Realistic 


Although the United States is committed 
to the conception of educational opportunity 
for all, it has not yet “faced realistically the 
practical consequences of this philosophy— 
the cost in terms of teachers, buildings, text- 
books—dollars and cents,” says Earl James 
McGrath, Commissioner of Education. The 
urgent need of federal aid for elementary 
and secondary education was pointed out 
by McGrath in his annual report of the 
Federal Security Agency, Office of Educa- 
tion, to Oscar Ewing, Federal Security 
Administrator. 


196 





Why the Census 
Asks About Income 


There will be an income query in the 1950 
census, according to Philip M. Hauser, 
acting director of the Bureau of the Census, 
in his report to the Secretary of Commerce 
on the background, public attitude and other 
aspects of the inquiry. The question was 
decided upon by Hauser with the approval 
of Secretary Sawyer, as required by law. 


Prior to the 1940 census, and during the 
40’s, the bureau has had persistent requests 
for income data from a cross-section of the 
American public and has thereby recognized 
the importance of such demands. For a 
hundred years the censuses have included 
questions on financial status. In 1850, the 
value of real property was reported; in 1860 
and 1870, a report on the value of personal 
property was added; the 1890 census in- 
cluded questions on mortgage indebtedness, 
rates of interest and the object of the in- 
debtedness; in 1930, there were questions on 
the values of homes owned, and monthly 
rents of tenants; and in 1940, there were 
questions on wage or salary income. For 
thirty years the farm censuses, taken every 
five years, have carried questions on farm 
income. 


The form of the income inquiry is based 
on a series of surveys made annually through- 
out most of the past decade, and a series of 
tests in 1948 and 1949 in many areas. In all 
cases public cooperation was excellent, and 
the returns justified the inclusion of the 
question in the 1950 census. 


Specifically, the income inquiry will be: 


1. Last year (1949), how much money did 
this person earn working as an employee for 
wages or salary? 

2. Last year, how much money did this 
person earn working in his own business, 
professional practice or farm? 


3. Last year, how much money did this 
person receive from interest, dividends, vet- 
eran’s allowances, pensions, rents or other 
income (aside from earnings) ? 


If a person is head of a family, three similar 
entries are to be made covering the income 
of the members of his family. These ques- 
tions are to be asked of every fifth person 
in a manner to depend on chance. An upper 
limit of $10,000 is fixed for the reporting of 
each of the three sources of income. Below 
that amount, the actual figure is requested. 
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The Solicitor of the Department of Com- 
merce, as far back as March 2, 1940, ruled 
that the Fifteenth Decennial Census Act, 
signed June 18, 1929, contains in Section 4 
(13 USC Section 204) adequate legal au- 
thority for the income inquiry. 


The bureau is prohibited by law from re- 
vealing information about any individual, 
and bureau employees may not disclose any 
information acquired in their work. Any 
person who prefers not to answer questions 
to his local enumerator, may communicate 
directly with the local census supervisor or 
with the bureau in Washington. Census 
information on individuals cannot be used 
for purposes of taxation, regulation or in- 
vestigation, and cannot be made available 
to any other agency of the government. 


Of the 35,000,000 families of whom this 
information was requested in 1940, in 1.9 
per cent of the cases, the information was 
not collected, either because it was un- 
known, partly reported or refused. Of the 
40,000,000 earners who reported income, 
fewer than one half of one per cent chose 
to communicate directly with Washington. 


How the Court Ruled 
But Not Against Whom 


The Chairman of the Taxation Board of 
Review of Australia recently announced that 
the practice of issuing summaries of unpub- 
lished decisions of the board is to be dis- 
continued. Under the new arrangement 
(patterned after our method), immediately 
upon the issue of a decision which is con- 
cerned with a question or principle or law, 
or is considered to be of general interest, 
copies of the board’s reasons therein con- 
tained will be made available to the Tax- 
ation Institute of Australia for circulation 
to members. Particulars which would dis- 
close the taxpayer’s identity will be omitted. 


Debt Takes a Holiday 


Chautauqua County, New York, now has 
a net cash balance of $1,115,334.75, with no 
debt, although county indebtedness two 
years ago was $413,600. The County Treas- 
urer sent a financial statement to Senator 
Irving M. Ives, New York Republican, and 
the Senator may suggest that federal finance 
officers make a tour of the solvent county 
to study its financial system. 
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Even a Convention 
Must Observe Conventions 


From now on, international tax consult- 
ants, and even stenographers and typesetters, 
are going to have trouble with a certain Tax 
Convention between the United States and 
France. The French language version of 
the agreement, signed in Paris, October 18, 
1946, is all right, but the English version, 
in describing an area of reference, reads in 
part as follows: “in respect of any of the 
taxes to which the present Convention, or 
the present Convention or the Convention 
of July 25, 1939, relates, shall be... .” 


A CCH correspondent learned that cor- 
rection would require an “exchange of notes” 
on a diplomatic level. No steps have been 
taken in this respect, since both the English 
and French texts “enjoy equal authenticity.” 


The Convention affects double taxation, 
but may end by affecting double vision. 
“Are you sure of this part right here where it 
says ...?” We-can hear it now. 


“The Things That Are Caesar’s”’ 


If anybody in the Bureau of Internal Rev- 
enue ever gets to wondering if it is possible 
to do away with the exemption for chari- 
table donations, he will probably be shown 
the earliest recorded precedent for having 
the exemption: “Neither shalt thou gather 
the bunches and grapes that fall down in 
thy vineyard, but shalt leave them to the 
poor and the strangers to take. I am the 
Lord your God.” Leviticus 19:10. 


This certainly isn’t like the good, days as 
far as personal exemptions are concerned. 
The good days referred to are really old. 
Matthew 17:23-25 reads: “And when they 
were come to Capharnaum, they that re- 
ceived the didrachmas, came to Peter and 
said to him: Doth not your master pay the 
didrachmas? He said: Yes. And when he 
was come into the house, Jesus prevented 
him, saying: What is thy opinion, Simon? 
The kings of the earth, of whom do they 
receive tribute or custom? of their own chil- 
dren, or of strangers? And he said: of 
strangers. Jesus said to him: Then the 
children are free.” How would you like to 
get a one hundred per cent exemption on 
all taxes simply because you are a citizen? 
The Romans did. 

In Chapter 41 of Genesis, when Joseph 
interpreted Pharao’s dream as meaning that 
there would be seven years of plenty fol- 
lowed by seven years of famine, he sug- 
gested that the Egyptian ruler appoint a 
“wise and industrious man, and make him 
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ruler over the land of Egypt: That he may 
appoint overseers over all the countries: and 
gather into barns the fifth part of the fruits, 
during the seven fruitful years . . . against 
the famine of seven years tocome ... .” 
Joseph, as a “wise and industrious man,” 
was put in charge of all farm commodities 
to collect this twenty per cent levy on 
everything the farmers produced. 

A comparison is possible. Think of the 
farmer’s produce as a citizen’s income, and 
the seven lean years as the expenditure part 
of our national budget. The twenty per 
cent paid by the Egyptian farmers perhaps 
set a precedent for the modern-day budg- 
eteers and started the idea of high percent- 
ages going to the government. 


Take-Home Pay Easily Computed 


Lewis Gluick, CPA, says here is an 
arithmetical formula for the rapid calcula- 
tion of take-home pay that takes into ac- 
count the increase in the Old Age Benefit 
Tax. 


Multiply the take-home pay by 100 
Multiply the allowable exemptions by 15 
Subtract the latter from the former 
Divide the remainder by 83% 


Pondr 


Example 


The desired take-home pay is $60.00 per 
week 


The number of exemptions is 2 ($26.) 
60 x 100 equals 


Bile A Rae ok 390 

a 5,610 
| eer $67.19 

Proof 

Fay per payroll ......... 6... $67.19 
I Scie cial daria oruen a pune $1.01 
Income tax withheld—15% of $67.19 

less $26. . Ce Oe 6.18 
| eee eee nee 7.19 


Take-home pay 


Helvering v. Horst 


When S. Walter Shine of the Tax Divi- 
sion of the Department of Justice, read Yale- 
man Brody’s poem on Eisner v. Macomber, 
it stirred, as he says, his generally unpoetic 
breast to the following: 


Said Horst to Helvering: 


My wealth has not grown 
The coupons son got, he cashed as his own 


198 





Said Helvering to Horst: 


You’re wrong as can be— 
You gave him the fruit but you kept all 
the tree. 


State Spending Higher 


The Department of Commerce estimates 
that the total expenditure by state govern- 
ments in 1949 was about $12 billion, com- 
pared with $10.4 billion in 1948, and less 
than $6 billion annually prior to 1946. The 
estimate is based on census data on twenty- 
eight states and presumes that the up trend 
is consistent throughout the nation. Next 
May the Census Bureau will issue a com- 
plete report on the forty-eight states, entitled 
Summary of State Government Finances in 
1949. 


Total general revenue of the twenty-eight 
states covered was 12.9 per cent greater in 
1949 than in 1948, Although a major part of 
the increase came from taxes (up 11.4 per 
cent), federal aid rose even more rapidly 
(21.4 per cent). 


The tremendous postwar increase in state 
spending is caused in great part by an effort 
“to catch up” on highway construction and 
other capital outlays which were substan- 
tially postponed during the war. About three 
fourths of all state spending is for highway 
construction. 


New Jersey Insurance Company Tax 
Invalid 


A New Jersey tax on domestic stock in- 
surance companies was held invalid by the 
United States Supreme Court February 6. 
A taxing district had levied an assessment 
for 1945 in the amount of fifteen per cent of 
the insurance company’s paid-up capital and 
surplus. Because this total was computed 
without deducting the principal and accrued 
interest on certain United States bonds, the 
Court held the assessment invalid as a tax 
on the interest-bearing obligations of the 
United States. Neither could the prescribed 
minimum tax of fifteen per cent be levied 
upon the net worth remaining after deduc- 
tion of the federal bonds and interest, said 
the Court, since the assessment would then 
be discriminatory as levied at a higher rate 
than that prescribed by the local taxing dis- 
trict. New Jersey Realty Title Insurance 
Company v. Division of Tax Appeals, opinion 
by Mr. Justice Clark reversing Dkt. 147, 
dissenting opinion by Mr. Justice Black. 


(Continued on page 260) 
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How Tax Forms 
Are Drafted 


Washington Tax Talk 





HE NEXT TIME yovu pick up a federal 

income tax return, stop for a moment and 
consider, if you will, the effort and con- 
siderations which have gone into the draft- 
ing of that form. It is the most vital 
element in the administration of internal 
revenue laws, and it affects the over-all tax 
program more than any other single factor. 
That form is the heart and the very essence 
of the whole work of the Bureau of Internal 
Revenue. Yet, we little realize the processes 
involved in drafting federal income tax 
returns. 


The responsibility for that program is 
vested in a group of men known as “The 
Internal Revenue Forms Committee.” Be- 
cause the results of their efforts influence 
practically every activity and function of 
the Bureau, the selection of committee mem- 
bers is made personally by the Commissioner 
of Internal Revenue. The composition of 
this committee is Bureau-wide and reflects 
outstanding ability and experience in the 
administration of the federal income tax. 
All these men qualify as tax experts and 
are topnotch officials in their respective 
fields. The basic committee is composed 
of seven members: three from the Income 
Tax Unit; one each from the Management 
Staff of the Commissioner’s Office, the 
Accounts and Collections Unit, the Inter- 
pretative Division of Chief Counsel’s Office, 
and the Legislation and Regulations Divi- 
sion of that office. In addition, there are 
three courtesy members: one each from the 
Commissioner’s Office of Information, the 
Office of Legislative Counsel in the Treasury 
Department and the Office of Tax Research 
in that department. As necessity dictates, 
additional experts are called to assist the 
committee in the execution of its duties. 


Basically, the function of drafting income 
tax forms belongs to the Practice and 
Procedure Division of the Income Tax Unit. 
It is there where the composition and oper- 
ation of the forms really have their life 
history. One section of the division, the 
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Bureau Information and Rulings Section, 
has the responsibility of the control of 
forms and the issuance of procedural and 
technical instructions; another section, the 
Taxpayers’ Rulings Section, answers inquiries 
in connection with problems relating to 
tax returns currently to be filed; a third 
section, the Coordinating and Advisory Sec- 
tion, has the duty of coordinating various 
operations resulting from the filing and 
audit of returns and of issuing advice in 
certain specialized fields of income tax work. 
The entire course of the forms from the 
time of composition until final disposition 
is controlled by that division, and each 
section thereof plays a definite and con- 
structive part in the drafting of income tax 
forms and their accompanying instructions, 
even before they are submitted to the Forms 
Committee for consideration. Accordingly, 
the head of that division is logically the 
official to serve as Chairman of the Internal 
Revenue Forms Committee. He is in the 
position of directing and controlling this 
three-way consideration and keeping in con- 
tinuous contact with each step of develop- 
ment until final disposition. 


HE FOCAL POINT for developing a 

basic draft of a form is in the Bureau 
Information and Rulings Section. There, two 
specialists are permanently assigned to the 
forms work, one being particularly qualified on 
individual returns and the other on corporation 
returns. Both are outstanding technicians 
and have had wide experience in the inter- 
pretation of tax law and regulations and 
the actual audit of returns. To these two 
individuals come the suggestions and rec- 
ommendations from the three sections, as 
well as suggestions from the public. Within 
recent years, the bureau has inaugurated 
a program of making cash awards .or em- 
ployee suggestions tending to promote effi- 
cient tax administration, The majority of 
the suggestions have direct reference to 
one or more of the tax forms produced 
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by the committee. The suggestions auto- 
matically come to the two specialists for 
screening. Those having merit must be 
presented in workable form for the con- 
sideration of the full committee. 


Since the tax forms in one way or another 
affect practically every basic function of 
the Bureau, it is only logical that the Com- 
missioner would want to be represented on 
the committee. Therefore, a member of his 
management staff is appointed for the spe- 
cific purpose of bringing into consideration 
the results of the Bureau’s coordination 
program, a direct responsibility of that staff. 
He is the Commissioner’s representative, 
and it is up to him to speak when matters 
are proposed which may bring objection 
from that office. 


|B pommel CONTACT with the public in 
connection with these returns is made by 
the offices of the collectors of internal revenue. 
The actual handling of returns, from original 
distribution to filing, collection, classifica- 
tion, auditing and final disposition, is made 
by these offices. This presents a tremendous 
problem in the free and timely flow of re- 
turns. To protect their interests, an official 
of the Accounts and Collections Unit, who 
is an assistant deputy commissioner, is 
appointed to the committee. To him falls 
the responsibility of guarding the field forces 
of the Bureau so that their work program 
will not be hindered by use of a form 
either too technical for the average tax- 
payer to comprehend, or one which might 
endanger a free and routine flow of returns 
through the various operations of the collec- 
tors’ offices. Problems of the sample and 
mechanical auditing programs must be con- 
sidered here and difficulties ironed out to 
assure that the forms will not seriously 
affect the progress of those programs. 


So that the use of the forms will not 
conflict with the regulations of the bureau 
or with any legal interpretations which the 
Bureau has adopted, two outstanding attor- 
neys from the Office of the Chief Counsel 
are appointed to the committee. They are 
the legal minds at committee meetings. The 
attorney from the Legislation and Regula- 
tions Division must keep abreast of pend- 
ing legislation and its intended construction 
in order to prevent the adoption of pro- 
posals not in keeping with the Bureau’s 
intended interpretation through subsequent 
issuance of its official regulations. Keep 
in mind that proposals to forms often are 
considered simultaneously with the con- 
sideration of pending legislation by the 
Congress and it requires the committee to 
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use cautious language, both on the return 
forms and the accompanying instructions, | 
and in the adoption of new items on the 


returns. The representative of the Inter- 
pretative Division is an outstanding and 
experienced lawyer in the field of legal and 
technical interpretations of the law, primarily 
through Bureau policy based on rulings 
and court decisions. He is the restraining 
force on the use of broad and loose ter- 
minology which might produce conflict with 
existing legal policy. Whenever questions 
of legality arise, the burden of proceeding 
falls on the shoulders of these two men. 


It has been the practice of the Bureau to 
clear final drafts of forms with the Division 
of Tax Research and the Office of Legis- 
lative Counsel in the Treasury Department. 
To expedite the process of that review and 
approval, members of those offices are fre- 
quently invited to sit in at committee meet- 
ings. Each presents the reaction of his 
particular office and endeavors to get dif- 
ferences worked out between the committee 
and their offices before the form is ready 
for final adoption. Time saved in securing 
official approval is most vital in getting 
the forms ready for printing and distribu- 
tion to allow for prompt filing by taxpayers. 


| Ngo INVITED to attend these meetings 
is the Commissioner’s director of infor- 
mation, a former newspaperman. His is the 
task of presenting the layman’s viewpoint 
and keeping language understandable. His 
opinion and advice are not only sought, 
but deemed absolutely essential in the con- 
sideration of forms and their instructions. 
With a background such as his comes “the 
facility of expression”’—something vital for 
the protection of the taxpayer’s interest. 


Altogether, the committee is composed 
of a working group of ten highly specialized 
Bureau officials. Collectively, they present 
ideas and proposals designed to make the 
returns legally correct, administratively ef- 
fective, easily understandable by the average 
taxpayer and as simple as possible to fill 
out. Individually, however, each is the 
protecting influence for the particular ad- 
ministrative function which he represents. 
He sees to it that proposals are not adopted 
which present impractical or otherwise objec- 
tionable measures in his particular field. 
To protect those interests, each must be a 
rugged individual, standing firm on his own 
convictions. Although these men are top 
authorities in one field or another of tax 
administration, they have only one vote in 
the forms committee and are frequently re- 
minded of that fact. That is equally true 
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of the chairman, but he is in the best position 
of all. He has the opportunity and the duty 
to see that controversial proposals are dis- 
cussed thoroughly, that impetuous changes 
in arrangement or wording of forms do not 
cause serious legal or administrative prob- 
lems and that different viewpoints are not only 
heard but reconciled, and also to cut off 
debates when inexorable printing timetables 
demand action. Not the least of the chair- 
man’s responsibilities is the difficult task 
of achieving a balance between technicality 
and simplicity. 

Customarily in governmental operations, 
negotiations among men of this high calibre, 
each serving a particular and specialized 
interest, are normally carried on with ut- 
most formality; in fact, an exchange of 
formal notes or memoranda is the usual 
procedure. Here, however, negotiations are 
carried out informally and openly, regard- 
less of selfish interests involved. Ideas are 
presented, openly discussed, carefully thought 
over and almost fought over; modifications 
are freely accepted, etc., until the majority 
of the members in attendance arrive at a 
meeting of the minds. To achieve harmony 
of thought and purpose, and because of 
the vast differences which must be reconciled 
during consideration of proposed measures, 
the chairman is required to exercise the 
greatest diplomacy, tactfulness and patience, 
and sometimes even to scheme to keep the 
pattern of discussion on an even keel toward 
the ultimate goal desired. His task is to 
guide and counsel the committee through 
its difficult sessions, so that efforts are con- 
stantly aimed at the production of the forms 
and instructions most satisfactory, not only 
to the committee and the Bureau, but also 
to tax experts and taxpayers. On the whole, 
there is complete cooperation and congeniality 
at the meetings; members give and take at 
will and readily so; they all realize their 
goals and work steadfastly toward them. 
It can truly be said of them, “United we 
stand; divided we fall.” 


HE AVERAGE TAXPAYER never sees 

the law or regulations or any of the many 
tax publications. Moreover, he rarely encoun- 
ters or comes in contact with any Bureau 
employee. In most cases, the tax form is 
his only contact with the Bureau and, to 
him, that form represents the boiled-down 
essence of the whole Internal Revenue Code, 
the regulations interpreting it, the thou- 
sands of rulings and court decisions apply- 
ing it, and the Bureau policies and practices 
affecting him as a taxpayer. He has no 
contact with the law or its interpretations, 
and their application is rarely, if ever, brought 
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to his attention. Therefore, the best avail- 
able specialists within the Bureau must be 
called on to reduce those legal entangle- 
ments into a simple and easily understand- 
able form, and present that to him in one 
complete package. That is what he expects 
of the Bureau and that is what it attempts 
to give him. Today, accomplishments to- 
ward that end seem most Satisfactory. 


i ioe CONGRESS sets the policy when 
it enacts tax legislation. Among the 
responsibilities of committee members, par- 
ticularly those from the Treasury Depart- 
ment and the one from the Legislation and 
Regulations Division, is the task of follow- 
ing closely pending legislation. These men 
not only follow iegislation, but most likely 
they have had an important part in its 
original composition and presentation for 
Congressional consideration. Also, they par- 
ticipate in the preparation of the committee 
reports and conference reports which reflect 
Congressional intention and other consider- 
ations. Accordingly, to these members falls 
the responsibility (and, indeed, they seem 
well qualified to bear it) for understanding 
and interpreting the particular terminology 
in which legislation is couched. 


It will not take too much prompting to 
recall the 1943 income tax return on Form 
1040 which carried the forgiveness features 
of the Current Tax Payment Act of 1943. 
Legislative draftsmen in the Congress doubted 
that any semblance of understanding could 
be worked into the tax forms which that 
act required. They just did not believe it 
could be done. When the form was released 
and tested, they were among the first to 
praise the forms committee for a most dif- 
ficult task well performed. To go a step 
further, the Bureau itself had considerable 
apprehension about the utility of the form 
and its instructions. Taxpayers were ad- 
vised, time and again, just to follow the 
form itself; for if they attempted to bring 
into consideration the accompanying instruc- 
tions, they would surely be lost. A little 
later on, Mr. Roosevelt, in one of his noted 
messages to Congress, himself expressed grave 
concern over the 1943 form, and went on 
to say that it was so complicated that 
even an experienced accountant could not 
fill it out. Ever since then, the Congress 
has been keenly alert to the need for simpli- 
fication of the law and, shortly after Mr. 
Roosevelt’s statement, enacted the Indi- 
vidual Income Tax Act of 1944, an improve- 
ment most heartily welcomed by those 
responsible for the drafting of the individual 
income tax returns. 
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Congressional committees have shown 
serious interest in the effect which pending 
legislation has on the form itself. If the 
legislation will result in further complica- 
tions on the return, they want to know. 
They want to know also what changes are 
necessary in the bill to promote efficient 
tax administration. If the bill contains 
measures which will make such changes in 
the form as to create undesirable hardships 
in the Bureau’s operations, they want in- 
formation about the measures, together with 
remedial suggestions. Therefore, the forms 
committee prepares drafts of tentative forms 
to reflect proposed legislation, and the vari- 
ous committees can easily determine the 
exact effect of the measures they are con- 
sidering. While this type of liaison tends 
toward favored legislation, we believe the 
administration could use it most effectively 
on adverse legislation as a means of dis- 
couraging its enactment. 


Not only is the committee required to 
anticipate the construction to be placed on 
new legislation, but also it must interpret 
the law in advance of official departmental 
regulations. That factor alone demonstrates 
the outstanding technical qualifications re- 
quired of committee members. In fact, it 
is a standing joke between the committee 
chairman and the Legislation and Regula- 
tions Division that the forms committee 
sets the precedent for the Bureau’s interpreta- 
tion of the law, according to its use in the 
form and instructions. Once that is done 
and the forms are approved, that division 
must accept such interpretation in its draft 
of official regulations. Also, it is not un- 
common for the committee to initiate action 
toward amendment of official regulations. 
Changes are carried first into tax forms or 
instructions which are contrary to existing 
regulations; of course, approval of those 
changes is secured by all bureau offices 
concerned. Then comes the procedure for 
amending the regulations to conform with 
the forms, and that most likely will not 
clear the department channels until after 
release of the forms. 


_ LIMITS established by the Govern- 
ment Printing Office for the printing and 
distribution of tax forms present another 
problem which the committee must over- 
come. In order to make distribution to 
taxpayers for timely filing of returns, the 
offices of the collectors of internal revenue 
must have delivery of the several annual 
returns at staggered intervals between Octo- 
ber 15 and December 1. Since the Govern- 
ment Printing Office does not print all of 
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these returns itself, but subcontracts part 
of the job to independent printers, it must 
have at least two months to make all of 
the necessary contractual arrangements, and 
to be able to guarantee delivery by desired 
dates. That means the first of the forms 
must be approved completely and adopted 
no later than August 15. Allowing for 
time requirements in composing, typesetting, 
trial runs and printing of the original proofs 
of proposed forms, and also for checking, 
proofreading, further consideration of the 
submitted drafts and gaining final adop- 
tion, the work of the committee must be 
under way at least by June 1. In recent 
years, Congress has been most cooperative 
in enacting tax measures by that date; 
but just imagine what might happen if en- 
actment were delayed beyond that time, as 
was often the case several years ago. The 
entire process and progress of tax-form 
considerations were thrown out of kilter. 
Last-minute changes had to be made has- 
tily without the usual tests by the experts. 
On one occasion, return forms had to be 
reprinted and airmailed to collectors so 
that taxpayers might have them in time 
for filing before the due date. System and 
organization, under such circumstances, must 
be thrown to the winds and everything 
left to chance. 


N ADDITION, there are certain mechan- 

- ical limitations to consider. The committee 
annually revises thirty forms and a possible 
thirty-one more, depending on new legisla- 
tion. Also, there are many other forms 
which come up for revision as supplies are 
exhausted. Altogether, there are more than 
775,000,000 forms printed annually at a cost 
upward of $1,500,000. Over 150,000,000 re- 
turns on Form 1040 along are printed annually, 
these at a cost of $500,000. That alone 
represents twenty-seven and one-half car- 
loads of paper, at 40,000 pounds per car. 
Form 1040 is eleven inches long, and if all 
these were unfolded and placed end to end, 
they would extend more than twice around 
the world; and that does not include the 
printed instructions which accompany the 
return. Compare these costs with the figures 
for 1921 when only 19.5 million Forms 1040 
and 1040A were printed at a cost of $73,000. 

In its considerations, the committee may 
not overlook the size of the return, its 
particular styling, the availability of special 
presses to accommodate high-speed printing 
of the forms, the size of file cabinets re- 
quired for storage, the operations within 
the Bureau through which the forms pass 


(Continued on page 273) 
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The Current Importance 


of ESTATE PLANNING 





By EDWARD N. POLISHER 


Attorney, 
Philadelphia 





O MAN OF WEALTH can afford to 
forego the benefits of a properly planned 
estate. 

Yet it is often impossible to reconcile the 
attitude of successful men in the matter of 
planning their estates. In their business, 
they will readily devote hours of time and 
thousands of dollars to avoid waste or to 
effect economy. They will look ahead to 
new conditions and make ready their af- 
fairs to meet them. They will set up re- 
serve funds for actual or contingent lia- 
bilities which will or may mature in the 
future. The one contingency which most 
vitally affects them, their families and their 
business affairs—death—they frequently neg- 
lect to plan for adequately. In most cases, 
spending the relatively small amount of 
time required for preparing a sound estate 
plan may save spending large amounts of 
estate funds, or the sacrifice of assets, 
when death does intervene. 


Dual Concept 


The true concept of estate planning in 
our present economy is twofold. 


The first phase of an estate plan is the 
current objective—to arrange the property 
ownership within the family group so that 
it will bring to the owner and his family 


the maximum of enjoyment and security 


which such ownership can possibly provide. 
In this phase of estate planning, careful 
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attention must be given largely to the op- 
eration of the federal income and gift tax 
statutes so that the exactions of these 
laws will be reduced to their lawful minima 
and the benefits to the family unit will be 
thus correspondingly increased. To achieve 
this, the ownership of the property must 
be so divided that the benefits flowing from 
the property are distributed among _ the 
members of the family group in such man- 
ner that each member of the unit receiving 
the income shall report it in his own right. 
To the layman, this might appear to be a 
relatively simple process. But those of us 
who have some familiarity with the com- 
mon-law and tax-law concepts of gifts and 
trusts have come to understand the thin 
line of demarcation which often separates 
success from failure where efforts are made 
by the donor or settlor to retain a measure 
of control over the property while the 
income is intended to be made available to 
other members of the family. It is axio- 
matic that to the extent that such mea- 
sures succeed and result in a lessening of 
the income tax burden, the larger is the 
net amount of the income which remains 
for the use and benefit of the family unit. 

The second phase of estate planning de- 
votes itself to the disposition of the estate 
owner’s property at death. Here again the 
objective is to arrange the estate owner's 
affairs and his property ownership so that 
the maximum of such property, reduced 
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by the minimum estate and inheritance tax 
levies, shall be transmitted to his bene- 
ficiaries in a manner calculated to promote 
their best interests. In these arrangements, 
we collide with the federal income, gift 
and estate tax statutes, with their insup- 
portable conflicts which often result in 
subjecting the identical situation to tax 
under each statute, successively.” 


Need for Expert Counsel 


Today estate planning: is advocated, with 
varying degrees of intensity, from several 
directions, The trust companies and in- 
surance underwriters, in their solicitation 
of new business, have presented energeti- 
cally the benefits of such foresight. There 
is, however, a present need for expert coun- 
seling, divorced from all extraneous con- 
siderations, in estate planning. 


To lead the estate owner through the 
intricate and highly technical labyrinth of 
tax liability requires the guiding hand of a 
qualified expert, not only familiar with the 
applicable provisions of the Internal Reve- 
nue Code, the court decisions and the 
Treasury Regulations and rulings, but also 
possessing a keen and analytical apprecia- 
tion of the trends. The latter are sign- 
posts along the road of his specialty which 
point to future developments. The im- 
portance of this qualification becomes ap- 
parent at once when it is remembered that 
the federal estate and gift tax laws are in 
their formative stages and in the process 
of development, and that the action taken 
in reliance upon today’s advice will not be 
reviewed for its tax implications until some- 
time later—perhaps years later. The expert 
who properly evaluates the trends in the 
changing tax scene will project their devel- 
opment in formulating his advice. Under 
the direction of such an independent es- 
tate planning adviser, there would be an 
important role for the client’s accountant 
and for his attorney, for the trust com- 
pany and for the insurance underwriter, 
where their services are indicated, all to- 
gether forming a board of advisers, and 
each bringing to the client the special quali- 
fications which his experience has developed 
in his own field. 


Philosophy of Federal Estate Tax 


The federal estate tax has not been a 
significant revenue raiser. In 1948, federal 
tax collections totaled slightly more than 


1Polisher, Estate Planning and Estate Tax 
Saving (2d ed., 1948), pp. 3-4, 37-40. 








$42 billion. Of this, about $825 million, or 
approximately 1.9 per cent, was attributa- 
ble to the estate tax. In the prewar period, 
estate taxes produced only between six per 
cent and ten per cent of the national 
revenue. Despite this fact, the federal es- 
tate tax (and its companion, the federal 
gift tax) have continued to play an im- 
portant part in the economic structure of 
the nation because the government has 
utilized them to their utmost capacity— 
for social purposes. These taxes have been 
employed as instruments of social planning 
to accomplish a more equitable redistribu- 
tion of wealth by breaking down large 
concentrations of wealth. 


Estate Shrinkage at Death 


It can be seen at once, therefore, that the 
obstacles which tend to force the disinte- 
gration of wealth are no longer to be over- 
come by the estate owner through the 
simple process of drawing and executing 
his last will and testament. A myriad of 
social, economic, financial and tax factors 
enter into the process; and all these must 
be assembled in force to preserve against 
undue shrinkage the estate which repre- 
sents a lifetime of labor. 


Every estate suffers shrinkage in amount. 
This is due to the executors’ payment of 
the decedent’s debts, medical: and burial 
expenses, executors’ and legal fees, costs 
incident to the administration of the estate 
and the estate and inheritance taxes, both 
federal and state, for which the estate be- 
comes liable. What remains in the estate 
after the discharge of these items is then 
available for distribution to the intended 
beneficiaries in the manner directed under 
the estate owner’s will. 


A further risk of shrinkage is related to 
the nature of the assets which comprise 
the estate and to the absence of liquid 
resources. It is not uncommon to find that 
the estate of a decedent is composed largely 
of assets which cannot be readily con- 
verted into cash at a fair price, or without 
great sacrifice in values. Sometimes it 
becomes necessary tc liquidate a profitable 
business which the owner expected would 
be continued after his death and would 
provide a source of income to his family; 
or the very income-producing asset to 
which the owner anchored his plans for the 
security of his family must be sold after 
his death to provide cash to settle his 
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estate. The price to be paid by the estate 
owner, because of his failure to provide 
and maintain an adequate degree of liquidity 
in his estate, has too frequently been so 
devastating as almost to nullify the results 
of a lifetime of otherwise sound business 
sense. 


Therefore, the exercise of good business 
judgment must not be directed solely to 
the accumulation of wealth. It must be 
just as diligently applied to its preservation. 
The estates of those who fail to observe 
these basic principles are in a vulnerable 
position because they are susceptible to 
losses in asset values through enforced 
liquidation to meet the debts, costs and 
death duties incident to the administration 
of the estate. These latter demands must 
be paid in cash to the creditors, fiduciaries 
and the respective governmental agencies 
within a definite time as prescribed by law. 
They cannot be discharged by the transfer 
of other forms of assets in the estate. 


In the final analysis, this shrinkage in 
values must be borne by the estate owner’s 
family and beneficiaries, whose shares are 
consequently reduced.’ 


Factors Contributing to Tax Burden 


The economic and social structure of 
our nation was far more simple in the past. 
Taxes were not so burdensome or confusing ; 
nor did they affect so many people. Conse- 
quently, the incentive was not so compelling 
to search out measures intended to lighten 
the weight of taxation. In addition, the 
following factors have played an important 
role: 


Reduced Exemptions.— There are two 
allowable exemptions for estates of citizens 
or resident decedents. For the basic federal 
estate tax an exemption of $100,000 exists.’ 
A credit of eighty per cent of this tax is 
allowed for inheritance taxes paid to any 
state.* Insofar as the additional federal 
estate tax is concerned, the present exemp- 
tion is $60,000 applicable to estates of dece- 
dents who were residents or citizens of 
this country and who died on or after 
October 22, 1942.5 Previous to that date, 
there were allowed a $40,000 exemption as 
to the general estate and another $40,000 
for life insurance proceeds includible in the 
gross estate. Since October 22, 1942, there 
has been no special exemption in favor of 


life insurance proceeds of policies on the 
life of the decedent. 


It is, therefore, evident that this reduction 
in the exemptions for the additional federal 
estate tax, which has substantial rates, has 
had the effect of subjecting a larger number 
of estates of decedents to the payment of 
federal estate tax. 


Increased Rates of Taxation.—The rates 
of federal estate tax have been increased 
from time to time. Under the Revenue 
Act of 1926, which imposed the basic estate 
tax, the net estate after the exemption of 
$100,000 was subject to tax at graduated 
rates which were inconsequential and in- 
nocuous: One per cent on the first $50,000, 
two per cent on the next $50,000, three per 
cent on the next $100,000, four per cent on 
the next $200,000, etc., with a maximum of 
twenty per cent on a net estate of $10,000,000 
and over.’ For the purpose of the additional 
estate tax, the net estate after the specific 
exemption of $60,000 is taxed at rates which 
increase progressively and sharply as the 
size of the estate mounts. The rates range 
from three per cent on the first $5,000 of 
the net taxable estate to twenty-eight per 
cent on estates between $60,000 and $100,000, 
and so on, up to seventy-seven per cent on 
estates of $10,000,000 and over, each bracket 
of the net estate being subject to tax at 
the applicable rate for such bracket. The 
present rates represent a sharp increase 
over those in effect prior to September 21, 
1941, which already included an additional 
ten per cent defense tax applicable to dece- 
dents dying after June 25, 1940, and before 
September 21, 1941." 


Expanded Concept of Gross Estate for 
Estate Tax.—In addition, perplexing prob- 
lems arise from the nature of the property 
includible in the gross estate for federal 
estate tax purposes. The concept of the 
“oross estate” has been continually expanded 
by enactments of Congress, the decisions 
of the federal courts and the rulings and 
decisions of the Treasury Department. The 
result of these changes has been to compel 
inclusion in the decedent’s gross estate, for 
federal estate taxation, of many types of 
property which under local law either are 
exempt from inheritance or estate tax or 
are not includible as part of the decedent’s 
estate. 


Effect of Inflation—The inflationary 
trend during the war and postwar period 





2 Ibid., pp. 7-8. 
* Code Section 812 (a). 
“ Code Section 813 (b). 


Estate Planning 


5 Code Section 935 (c) as amended by the 1942 
Revenue Act, Section 414 (a). 

6 Code Section 810. 

7 Code Section 935. 





has enhanced substantially the valuation 
of the national wealth of the American 
people. As a result, the assets found in 
the estates of decedents will be valued 
accordingly. Thus, many estates which 
otherwise might have come within the 
allowable exemptions will become subject 
to federal estate tax; further, many estates 
will be taxable in the higher estate tax 
brackets and at more burdensome rates. 


Marital Deduction.—On the other hand, 
the 1948 Revenue Act introduced a new 
credit against estates known as the marital 
deduction. Through this credit, an oppor- 
tunity exists for one half of the estate of 
any married person to escape federal estate 
taxation, providing the requirements of that 
law are strictly fulfilled* 


This advantage may soon disappear. On 
July 11, 1949, President Truman, in his 
Midyear Economic Report to Congress, 
while withdrawing his earlier request for 
increased income taxes, nevertheless recom- 
mended that estate and gift taxes be raised 
to overcome the loss of revenue under the 
1948 act. He again mentioned increases in 
these taxes in his message of January 23, 
1950, on the administration’s tax policy for 
1950. Secretary of the Treasury Snyder’s 
recent statement makes the same plea. 


Gross Estate Subject to Tax 


Under Section 811 of the Internal Revenue 
Code, there is included in the gross estate 
the value of all property of the decedent 
at the time of his death to the extent of 
the following: 


(a) The decedent’s interest therein at the 
time of his death passing by will or under 
the intestate law.’ 


(b) The surviving spouse’s interest therein 
existing at the time of the decedent’s death 
as dower or curtesy, or a statutory sub- 
stitute in lieu thereof.” 


(c) Any interest therein of which the 
decedent made a transfer, in trust or other- 
wise, (1) in contemplation of death or (2) 
to take effect in possession or enjoyment 
at or after death. There is a presumption 
that any transfer of a material part of the 
decedent’s property within two years prior 


to his death, without adequate or full con- 
sideration, was made in contemplation of 
death.” 


As to transfers intended to take effect 
at or after death, several Supreme Court 
decisions require inclusion in the decedent’s 
gross estate of property transferred in 
trust during his lifetime in which the dece- 
dent retained a possibility of reverter (the 
right to regain the property) if he should 
survive the designated beneficiaries, whether 
by express provision in the trust instru- 
ment or by operation of law. Liability for 
federal estate tax cannot be escaped because 
the donee of the property from the dece- 
dent, in his lifetime, continued uninter- 
ruptedly in the possession and enjoyment 
of it from the time of the gift.” 


Similarly, despite a succession of its deci- 
sions over a period of eighteen years, the 
Supreme Court recently held includible in 
the gross estate inter-vivos transfers made 
by the decedent prior to March 3, 1931, in 
which he retained the income during his 
lifetime and irrevocably transferred the re- 
mainder interests to other beneficiaries.” 


To relieve the hardships which would be 
suffered by taxpayers who relied upon- the 
earlier interpretation of the law, were the 
full effect of the Church and Spiegel decisions 
to be strictly applied, the Congress amended 
Code Section 811(c).™ 


(d) Any interest therein of which the 
decedent made a transfer in trust or other- 
wise during his lifetime, but reserved the 
power to alter, amend, revoke or terminate 
the transfer, either alone or in conjunction 
with any other person, or retained the 
power to change the beneficiaries even though 
the decedent was unable to revest title in 
himself.” 


(e) Any interest therein, either as joint 
tenants by the decedent and any other 
persons or as tenants by the entireties by 
the decedent and his spouse, except such 
part as originally belonged to the surviving 
joint owner or spouse.” Property so held 
is presumed to be part of the decedent’s 
gross estate, irrespective of when the tenancy 
was created. The burden is upon the sur- 
viving tenant to establish his contribution.” 





® Code Section 812 (e), added by Section 361, 
Revenue Act of 1948. 

® Code Section 811 (a). 

1 Code Section 811 (b). 

11 Code Section 811 (c). 

2 Helvering v. Hallock, 40-1 ustc { 9208, 309 
U. S. 106; Estate of Spiegel v. Commissioner, 
49-1 ustc 7 10,703, 335 U. S. 701. 

143 Commissioner v. Estate of Francois UL. 
Church, 49-1 ustc { 10,702, 335 U. S. 632. 


1 Public Law 378, 81st Congress, 1st Session, 
Section 7 (a), approved October 25, 1949, amend- 
ing Code Section 811 (c) in respect of certain 
transfers with income retained and transfers 
with possibility of reverter. 

15 Code Section 811 (d). 

16 Code Section 811 (e). 

7U, 8. v. Jacobs, 39-1 ustc { 9336, 306 U. S. 
363. 
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However, only one half of community 
property held by husband and wife is included 
in the decedent’s gross estate.* 


(f) Any property passing under a general 
power of appointment, or a fiduciary power, 
or a special power of appointment which 
could be exercised in favor of any benefi- 
ciary beyond the restricted class as defined 
in the Revenue Act of 1942, except charitable 
organizations, as defined in the Code.” Until 
July 1, 1950, a tax-free opportunity is granted 
to release certain powers of appointment 
created before October 22, 1942. An ex- 
tended release period is provided for hold- 
ers of such powers of appointment who are 
under legal disability and in the military 
service. Under present law the existence of 
the power, not its exercise, determines its 
taxability. 


(g) Under the Revenue Act of 1942, life 
insurance proceeds from policies on the 
decedent’s life, payable to his executors or 
those whose premiums were paid by the 
decedent, directly or indirectly, or over 
which policies the decedent owned the inci- 
dents of ownership at his death.” A rather 
confusing formula for apportioning the pro- 
ceeds based upon premiums paid before and 
after January 10, 1941, controls as the re- 
sult of T. D. 5032, promulgated and made 
effective on that date. 


All Decedent's Property 
Not Controlled by Will 


What is generally not understood is that 
not all property owned by a decedent during 
his lifetime and transmitted at death comes 
into the hands of his executors to be 
administered as part of the estate disposed 
of by the decedent’s will. 


Some of the decedent’s property, by virtue 
of arrangements made by him during his 
lifetime to control its disposition at his 
death, or because of the form of its owner- 
ship with others, passes to the intended 
beneficiaries directly and is not subject to 
the jurisdiction of the estate’s executors or 
the decedent’s will. Examples of these are 
proceeds of life insurance on the decedent’s 
life made payable at death to the surviving 
spouse either in cash or by stated install- 
ments, property jointly held by the dece- 
dent and his spouse with the right of 
survivorship or as tenants by the entireties, 


or joint bank accounts and United States 
war bonds held in both names. 


On the other hand, certain types of prop- 
erty which form part of the decedent’s 
gross estate under the federal estate tax 
statute do not, according to a layman’s 
concept of ownership, actually belong to 
the decedent. In this category may be 
transfers of property made by the decedent 
during his lifetime, which, because they are 
considered under the federal estate tax 
statute as having been made in contempla- 
tion of death or intended to take effect at 
death, are includible in his gross estate not- 
withstanding the fact that they may have 
been made long before the decedent’s death. 
Also in this class are certain powers of 
appointment held by the decedent over 
property belonging to others which by his 
direction are transmitted to the beneficiaries 
at his death. 


Valuation 


The estate of the decedent is valued 
either at the date of death™ or at an optional 
date one year after death, if the executors 
so elect.” This gives the estate an oppor- 
tunity to select the valuation date most 
favorable to it. The election, when made, 
applies to all property in the estate, which 
must be valued as of the same date. 


Deductions 


There are certain allowable deductions. 
They include funeral expenses, administra- 
tion expenses, debts, amounts expended for 
support of dependents during the settle- 
ment of the estate and any losses incurred 
during estate administration through theft 
and casualty which are not compensated 
for by insurance. These deductions must 
be allowed under the laws of the state in 
which the estate owner was a resident when 
he died, and are limited to the assets in the 
estate subject to the payment of such claims.” 
A second group of deductions includes 
transfers to charitable organizations which 
are totally exempt from federal estate tax, 
credit for gift tax and credit for property 
previously taxed within five years,* providing, 
as to the last item, that the property was 
not received by the decedent from his or 
her spouse who died after December 31, 
1947.” 





‘This rule is applicable to estates of dece- 
dents who died, residents of community prop- 
erty states, after December 31, 1948, or prior 
to October 22, 1942. 

1 Code Section 811 (f). 

* Code Section 811 (g). 


Estate Planning 


21 Code Section 811. 

22 Code Section 811 (j). 

23 Code Section 812 (b). 

24 Code Sections 812 (c), (d), 813, 936. 
23 Section 362, Revenue Act of 1948. 





Marital Deduction 


The 1948 Revenue Act created an addi- 
tional deduction applicable to the estates 
of all decedents who died after December 
31, 1947. Under it, a decedent’s estate is 
allowed a marital deduction from the gross 
estate in an amount equal to the value of 
all interests in property passing from the 
decedent to the surviving spouse, under 
certain conditions.” For these purposes, 
an interest in property is considered as 
passing from the decedent to his surviving 
spouse, if it is accomplished by way of 
the following: 

(1) Bequest, devise or inheritance by the 
decedent. 


(2) Dower or curtesy or the statutory 
equivalent thereof receivable by the sur- 
viving spouse. 

(3) Transfer from the decedent during 
his lifetime. 


(4) Right of survivorship in jointly held 
property. 

(5) Exercise or default by nonexercise of 
a power of appointment by the decedent. 

(6) Proceeds of life insurance upon the 
life of the decedent.” 


Marital Deduction Limited 


The deduction is limited to an amount 
not in excess of fifty per cent of the “adjusted 
gross estate” for interests in property pass- 
ing to the surviving spouse, but only to the 
extent that such interest is included in 
determining the value of the decedent’s 
estate for federal estate tax. Thus, if any 
interest in property passing to the sur- 
viving spouse does not form part of the 
decedent’s estate subject to tax, it may not 
be used as part of the marital deduction.” 
The “adjusted gross estate” is a new term, 
defined as the gross estate less deductions 
for funeral expenses, administration costs, 
debts, amounts expended for support of 
dependents and casualty losses during ad- 
ministration of the estate.” 


The value of the interest in property 
passing to the surviving spouse for which 
a marital deduction is allowed is to be 
reduced by the following: 


(1) Any federal estate tax or any state 
inheritance or estate tax imposed, if that 
tax reduced the value of the interest passing 
to such spouse. 


28 Code Section 812 (e). 

7 Code Section 812 (e) (3); Regulations 105, 
Section 81.47a (b) (1) (2) (3). 

28 Code Section 812 (e) (1) (A), (H). 

2 Code Section 812 (e) (2) (A). 


(2) The amount of any encumbrance 
against such interest in property or by any 
obligation with respect to such interest 
imposed by the decedent.” 


Qualifying and Terminable Interests 


In order to entitle the decedent’s estate 
to the marital deduction, the transfer must 
be made to the surviving spouse outright, 
or must be in the form of the legal equiva- 
lent thereof which would make such spouse 
the virtual owner of the property and would 
give her the absolute right to dispose of the 
interest received from the decedent, either 
during the life of the surviving spouse or 
at her death. If the interest received by 
the surviving spouse from the decedent is 
terminable upon the lapse of time, upon 
the occurrence of some event or contingency 
or upon the failure of such event or con- 
tingency to occur, and such interest passes 
upon the termination to any person other 
than the spouse or the estate of such 
spouse, the marital deduction will not be 
allowed.” 


Exceptions to Rule 


There are three exceptions to the termi- 
nable-interest rule referred to above: 


(A) Common disaster.—The marital de- 
duction will be allowed in cases where, under 
the provisions of the will or trust, the 
interest passing to the surviving spouse 
will terminate or fail if her death occurs 
within a period not exceeding six months 
after the decedent’s death, or if it occurs 
as a result of a common disaster causing 
the death of the decedent and the surviving 
spouse, and if, in fact, such death does not 
occur.” 


(B) Trusts.—An interest in property trans- 
ferred in trust from the decedent to his 
surviving spouse, which creates a terminable 
interest, may be applied towards the marital 
deduction, if the terms of the trust meet the 
requirements of the 1948 Revenue Act. The 
conditions are as follows: 


(a) The surviving spouse must be en- 
titled for life to all the trust income, 
which must be distributed annually or at 
more frequent intervals. Thus, trusts under 
which the income is to be accumulated, or 
may in the discretion of the trustee be 
accumulated, will not qualify for the marital 
deduction. 


% Code Section 812 (e) (1) (E); Regulations 
105, Section 81.47¢ (a) (b) (c). 

31 Code Section 812 (e) (1) (B). 

32 Code Section 812 (e) (1) (D); Regulations 
105, Section 81.47b (d). 
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(b) The surviving spouse must have the 
power, either during life or at death, or 
both, to appoint the entire corpus free of 
the trust to herself or in favor of her 
estate. 


(c) The surviving spouse must have the 
right to exercise this power alone and in 
all events.” 


(Where the transfer in trust does not 
create a terminable interest, the above re- 
quirements need not be fulfilled. Such trusts 
are those in which the income is either paid to 
the surviving spouse or is to be accumulated, 
and the total remainder interest is to be 
distributed to the surviving spouse during 
her life, or to her estate at her death.) ™ 


(C) Proceeds of life insurance, endow- 
ment and annuity contracts.—Proceeds of 
life insurance, endowment and annuity con- 
tracts may be availed of for the marital 
deduction, provided either of the following 
conditions obtains: 


(a) They are payable in a lump sum to 
the surviving spouse; or where they are 
made payable to the surviving spouse in 
installments for life, or the interest is pay- 
able to her for life, and upon her death, the 
remaining installments or the principal, as 
the case may be, is payable to her estate. 
Under these methods of payment, no ter- 
minable interest is created.* 


(b) They are retained by the insurance 
company under one of the settlement options 
in the contract, provided: 


(i) All amounts payable during the life 
of the surviving spouse are payable to her 
only, in annual or more frequent install- 
ments. 


(ii) Such payments commence within 
thirteen months after the decedent’s death. 


(iii) The surviving spouse has the power, 
alone and in all events, to appoint all 
amounts payable under the contract to 
whomsoever she wishes; such power must 
be exercisable either during her life or at 
her death. She need not have both such 
powers. Either will suffice. The insured 
may designate contingent beneficiaries to 
receive the balance undistributed at the 
death of the surviving spouse where she 
fails to exercise her power to dispose of 
such balance of the proceeds prior to her 
death.” 


% Code Section 812 (e) (1) (F); Regulations 
105, Section 81.47a (c). 

* Code Section 812 (e) (1) (A); Regulations 
105, Section 81.47a (b) (2). 

3% Code Section 812 (e) (1) (A); 
105, Section 81.47a (b) (2). 


Regulations 


Estate Planning 


Community Property 


Community property will not qualify 
for the marital deduction. Only the sepa- 
rate property owned by each spouse who 
is a resident of a community-property state 
is eligible. However, even such separate 
property will not be available for the marital 
deduction where it was acquired by the 
decedent as a result of a conversion (during 
the calendar year 1942 or after April 2, 
1948) of property held by him and his 
surviving spouse as community property.” 


No New Rights During Life 


The marital deduction allowed for federal 
estate tax by the 1948 Revenue Act creates 
no rights in the surviving spouse residing 
in common-law states to any portion of 
the property owned by the decedent while 
the latter is alive. Insofar as community- 
property states are concerned, the basic 
ownership rights of property owned by 
either spouse are not disturbed or altered 
in any manner by the marital deduction. 


Should Marital Deduction 
Always Be Utilized? 


There will be situations in which advan- 
tage of the marital deduction will not be 
taken. Personal considerations, such as 
age, health, competency of the surviving 
spouse to manage substantial property and 
confidence in her, must be considered along 
with the tax-saving advantages to be enjoyed. 


The type of property which forms part 
of the assets of the decedent’s estate is also 
a factor. Where it is of a kind that cannot 
be converted readily into cash, it would be 
most advisable, by the use of the marital 
deduction, to reduce the burden of taxation 
at the death of the spouse first to die, so 
that the surviving spouse may have the 
opportunity to work out the problems there- 
after. Further, the effect of pyramiding 
the property received from the decedent 
under the marital deduction upon the assets 
which the surviving spouse already owns 
and the increased tax burden of the estate 
of the surviving spouse should be carefully 
examined. Under such circumstances, it 
may not be prudent, taxwise, to take advan- 
tage of the marital deduction in whole or 


36 Code Section 812 (e) (1) (G); 
105, Section 81.47a (d). 

37 Code Section 812 (e) (2) (B), (C); 
tions 105, Section 81.47d (b). 
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Regula- 







in part. These and many other elements 
enter into the decision as to whether the 
marital deduction should be utilized. In 
addition, when and how to make use of 
life insurance proceeds for the marital deduc- 
tion requires careful consideration. 


Estate Tax Savings 
from Marital Deduction 


The estate tax savings which will result 
from arranging the disposition of the client's 
estate so that the full benefits of the marital 






Before 1948 Act 
Estate After 
Deductions* but 


Estate Tax 
Thereon Before 


Before Exemptions 1948 Act 
$ 120,000 $ 9,340 
200,000 31,500 
500,000 116,500 
1,000,000 270,300 
5,000,000 2,038,000 
10,000,000 4,975,000 





Estate Tax Savings on Death of First Spouse to Die 


deduction accrue can be substantial. The 
reduction in estate taxes will always be 
greater than fifty per cent of such taxes, 
despite the fact that the marital deduction 
is limited to one half of the adjusted gross 
estate. 


This results from the method by which 
the federal estate tax is computed under 
the Code. The estate is subjected to tax, 
after allowable deductions and exemptions, 
at progressive rates for each bracket of the 
net estate, which increase as the value of 
the estate mounts: 


After 1948 Act 
Same Estate as in 


Column 1 After Estate Tax 
Marital Deduction Thereon After 
Reflected 1948 Act 
$ 60,000 None 

100,000 $ 4,800 
250,000 45,300 
500,000 116,500 
2,500,000 830,000 
5,000,000 2,038,000 





* Deductions under Section 812 (b) of the Code only, for funeral expenses, administration costs, 


However, the surviving spouse will incur 
at her death an estate tax based upon the 
value of her own estate at that time. In 
determining the value of such estate, the 
property received from the deceased spouse 
will be included to the extent that it forms 
part of the surviving spouse’s estate. 


Where the property passes absolutely to 
the surviving spouse, such spouse becomes 
its complete owner with the full right to 
do with it what he or she pleases. ‘Tf, 
prior to the death of the surviving spouse, 
such spouse consumed it or completely 
disposed of it, such property will escape 
estate taxation at his or her death. More- 
over, in most instances, where the surviving 
spouse was the nonpropertied spouse, the 
taxes for which the surviving spouse’s estate 
will become liable will be much less in 
amount because of the exemptions allowed 
and the lower rates which apply to estates 
in the smaller brackets. 


Mechanics of Estate Planning 


Effective estate planning demands the 
following: 


(1) The disclosure of complete financial 
information concerning the client’s hold- 


fees, debts, support for dependents and losses during estate administration. 


ings presently owned by him, alone or 
jointly with others. 

(2) A searching inquiry into gifts and 
transfers made by him in the past (some 
of these may be includible in his gross 
estate) and the gift tax returns, if any, 
which were filed. 


(3) A careful analysis of all trust instru- 
ments of which the client was settlor, as 
well as his last will and testament. 


(4) A close study of his business interest 
and its ability to continue as a profitable 
venture after his death. 


(5) An expert analysis of the policies of 
life insurance in force upon his life, with 
particular emphasis upon how and by whom 
the premiums were paid, what incidents of 
ownership in the policies are owned by the 
client, what the beneficiary provisions are 
and what circumstances attended the assign- 
ment of the policies, if any were assigned. 

(6) A detailed statement of the client’s 
liabilities and an estimate of those likely 
to accrue at his death. 


(7) Identical information with respect 
to the estate of the wife. 


When these data have been gathered 
together, an inventory of the items includi- 
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ble in and comprising the gross estate is 
then made. From this total gross estate, 
the liabilities and allowable deductions are 
taken into account to arrive at the net 
estate. The federal estate tax is then com- 
puted; and this, together with the other 
liabilities, represents the estimated cash 
requirements of the executors to administer 
the client’s estate. Thereupon the assets 
listed in the gross estate are subjected to 
close examination and evaluation to deter- 
mine which assets, and to what extent, 
could be depended upon by the executors 
to realize the cash, after the client’s death, 
to meet their administration needs and to 
pay the estate taxes. Only such of the 
assets as are readily convertible into cash, 
without severe loss of values upon liquida- 
tion, should be considered in the preliminary 
analysis. When the process is completed, 
the total estimated cash realizable from the 
assets in the estate controls the next step. 
Should the anticipated cash be less than 
the executors’ demands, attention must be 
given to the development of plans which 
will assure the presence of sufficient cash 
or liquid resources at the client’s death to 
enable the executors to discharge the estate’s 
obligations. If, on the other hand, the 
available cash equals or exceeds the cash 
requirements of the executors to satisfy 
the debts, costs of administration and estate 
taxes, we pass on to other considerations. 


In either event, a conscientious study 
of the client’s property and his affairs 
should be made, looking toward the formu- 
lation of recommendations which are calcu- 
lated to reduce the estate tax liability. The 
estate tax is usually the largest item con- 
tributing to the executors’ need for cash. 
These suggestions for tax savings should 
be prompted by conservatism and founded 
upon tested principles of law. Tax-loophole 
hopping and trick mechanisms should be 
avoided. The lessening of the estate tax 
liability diminishes the amount of cash the 
executors will require for their purposes 
and at the same time increases the net 
estate distributable to the client’s family 
after the estate is settled. 


Estate Planning Recommendations 


The final step—the recommendations to 
be made for the disposition of the property 
in the estate available after the satisfaction 
of the estate’s obligations—demands the 


most serious thought. Here, the objective 
is to transmit the property to the client’s 


Estate Planning 


family and beneficiaries under the most 
flexible plan which will promote their wel- 
fare and.security. The inquiry must first 
be directed to the individual members of 
the family, their personal characteristics 
and interfamily relationships, their needs, 
their experience in handling property and 
money, their need for sheltering, their inde- 
pendent financial resources and, finally, the 
client’s personal plans for them. It will 
usually require several meetings with the 
client on this phase of his estate problems 
alone before there can be evolved a com- 
prehensive and coordinated plan calculated 
to serve the best interests of the client’s 
family and beneficiaries. 


The plan may take the form of recom- 
mendations for: 


(1) The use of the marital deduction, in 
whole or in part, or the advisability of not 
taking advantage of it at all. 


(2) Gifts and transfers of property. 
(3) The creation of trusts. 


(4) The release of interests retained or 
owned by the client in property previously 
transferred. 


(5) The use of restricted powers of appoint- 
ment and, in some instances, even the creation 
of general powers of appointment. 


(6) The purchase of new life insurance 
on the client’s life or the assignment of 
existing insurance, and changes in the bene- 
ficiary provisions. 


(7) The reshuffling, refinancing or re- 
organization of business interests, to assure 
their continuity of existence and manage- 
ment after the client’s death. 


(8) The execution of stock or partnership- 
interest purchase agreements to aid in the 
liquidation of business interests and to avoid 
unnecessary losses in values incident to 
forced sales. 


(9) The client’s last will and testament, 
through which most of the dispositive pro- 
visions of the estate plan will be accomplished. 


Frequent Review of Plan 


One last caution must be given: Neither 
the client nor his professional adviser lives 
in a static world. Time leaves none of us 
unchanged. Economic conditions shift and 
affect the client, favorable or adversely. 
The status of his family and his beneficiaries 
alters by additions, maturity, marriage, 
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divorce, death, favoritism, estrangement or the program evolved, at more or less 
other causes. Therefore, effective estate regular intervals, to ascertain whether 
planning contemplates a continuous pro-  yesteryear’s estate plan meets the client's 
cess which will require frequent reviews of circumstances today.” (The End] 


% Polisher, op. cit., Chapter I, pp. 19-23; 
Chapters XXI, XXII, XXIII, XXIV, XXV and 
XXVIII. 

































Mr. Polisher is the author of the comprehensive, two-volume set entitled 
Estate Planning and Estate Tax Saving, the second edition of which was 
published in 1948 following the enactment of the Revenue Act of 1948 
(George T. Bisel Company, Philadelphia). 


PAY THE INTEREST BUT FORGET THE PRINCIPAL 


An abatement of a deficiency by a carry-back does not eliminate liability for interest 
on the deficiency. Such was the holding of the United States Supreme Court on February 6, 
1950, in Manning v. Seeley Tube & Box Company, 50-1 ustc J 9163. 








Background.—The taxpayer, a New Jersey corporation, filed its corporate tax return 
on December 15, 1941, for its fiscal period ending September 30, 1941, and made timely 
payment of the assessed income, excess profits and defense taxes. On July 7, 1943, the 
taxpayer was adjudged a bankrupt and a receiver was appointed. Using the accelerated 
procedure applicable in bankruptcy cases, the Commissioner, on August 2, 1943, assessed 


deficiencies in the 1941 taxes with interest from the date the tax was properly due to the 
assessment date. 





On March 3, 1944, the taxpayer filed its return for the fiscal period from October 1, 
1942, to September 30, 1943, showing a net operating loss for that year. When carried back, 
this loss was sufficient to abate completely the tax liability for 1941. The taxpayer then 
filed claims for a refund of that part of the 1941 tax which had already been paid, and for 
the abatement of the assessed deficiency and interest. The Commissioner abated the defi- 
ciency, but refused to refund all of the tax which had been paid, retaining an amount equal 
to the interest which had been assessed for the deficiency. 


The taxpayer was unsuccessful in its suit against the collector in the district court, 
but the Court of Appeals for the Third Circuit reversed, holding that the carry-back, in 
wiping out the debt of the tax deficiency, must also have wiped out the interest which had 
been assessed on that deficiency. 


In reversing the court of appeals, Chief Justice Vinson (speaking for the Court) said: 
“In the absence of a clear legislative expression to the contrary, the question of ‘who 
properly should possess the right of use of the money owed the Government for the period 
it is owed must be answered in favor of the Government.” 





Unanswered.—The Court also said: “Whether the language of the Code requires a 
different result when the loss is claimed before the attempted assessment of the deficiency 
is a question which is not considered by us on this record.” 
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TAXES —INSURANCE— 


and Stockholder-Survivor Agreements 


: By AARON L. DANZIG 





a are many ways of paying out 
the estate of a deceased shareholder in 
a closed corporation. Some shareholders 
take no steps until death strikes one of them, 
and then try to buy up the estate’s shares 
at as good a price as bargaining will yield. 
The deceased shareholder has hoped that 
his executor will do his best for the estate. 
This, of course, is a bad situation; and often 
corporations have found themselves founder- 
ing in the shoals while the surviving stock- 
holders and the estate battle it out. 


Other stockholders, with the aid of their 
lawyers, enter in advance into contracts by 
which the surviving shareholder has either 
the complete option or the complete obliga- 
tion to purchase the shares of the deceased 
shareholder. These contracts usually pro- 
vide that the portion of the assets repre- 
sented by the shares shall be paid out at 
book or market value, and that nothing 
shall be paid for good will. This eliminates 
tedious bargaining because the price is fixed, 
but there remains the big problem as to 
where the surviving stockholder will get 
the money to pay out the estate—and a very 
pressing problem it is. Most contracts pro- 
vide for installment payments; but even 
these do not make it easy, for whether pay- 
ment be cash or deferred, it is difficult for 
any businessman to dig up large sums of 
cash. The survivor, of course, does not 
want to draw such funds out of the corpora- 
tion by way of dividends because he will have 
to pay income taxes for everything he draws. 


This latter problem led lawyers to formu- 
late still another plan: the corporation itself 


Pittsburgh Law Review 15, 18 (October, 1948). 


Stockholder-Survivor Agreements 


SIX INVOLVED TAX PROBLEMS TO BE WATCHED WHEN USING 
LIFE INSURANCE TO IMPLEMENT THIS TYPE OF AGREEMENT 


1See Leo Ruslander, ‘‘Impact of Federal Es- 
tate Tax on Life Insurance,’’ 10 University of 


is given the option of purchasing the shares 
of the deceased shareholder, so that the sur- 
viving shareholders are not burdened with 
the tremendous load. Here, too, however, 
it has been found that such burdens on the 
corporation unduly drain the capital struc- 
ture and often convert a healthy surplus into 
a dangerous deficit. 


Then someone had the bright idea of giv- 
ing the corporation the option or obligation 
of purchasing the shares of the deceased 
stockholder and, in order to supply sufficient 
funds to make the purchase, providing the 
corporation with an insurance policy on the 
life of the stockholder in an amount which 
will yield sufficient proceeds to buy the 
shares of that stockholder. 


Thus, various plans have been worked 
out by insurance companies to achieve this 
result, 


But insurance companies wisely do not 
seek to give legal advice. They suggest an 
insurance plan, and insist that the client call 
upon counsel to ascertain the “correct” legal 
way to effectuate the plan. By the same 
token, when the client is in trouble with the 
tax authorities as a result of the effectuation 
of such a plan, the insurance company wants 
no part of the battle.” 

The uninitiated lawyer or accountant, 
however, is treading on very dangerous 
ground in this field. He is somewhat in the 
position of an amateur juggler who, never 
having juggled more than two objects be- 
fore, is asked to keep six objects in the air 
at the same time. A watchful eye must be 


















kept on each one of the following possible 
tax implications of such insurance deals—all 
at the same time: 


(1) Estate tax liability of the estate of 
the deceased shareholder for the proceeds 
of the insurance. 


(2) Income tax liability of the corpora- 
tion for the proceeds of the insurance. 


(3) Income tax liability of the shareholder 
for premiums disbursed by the corporation. 


(4) Deductibility of premiums by the cor- 
poration from gross income for purposes of 
income tax computation. 


(5) Income tax liability of a corporation 
accepting an assignment of present policies 
owned by shareholders. 


(6) Capital gain or loss consequences to 
the surviving stockholder when the corpora- 
tion purchases the stock and the stockholder 
does not purchase directly. 


Estate Tax Liability 


The estate tax liability of the estate of the 
deceased shareholder is a factor of which 
too few lawyers take cognizance in incor- 
porating insurance plans. Section 811 (g) (2) 
of the Internal Revenue Code provides that 
the proceeds of life insurance shall be in- 
cluded in the gross estate of the decedent, 
even though they are payable to other benefi- 
ciaries, (1) if the insurance was “purchased 
with premiums, or other consideration paid 
directly or indirectly by the decedent,” or 
(2) if, with respect to such insurance, “the 
decedent possessed at his death any of the 


2Section 302(g) of the Revenue Act of 1926 
read: ‘‘The value of the gross estate of the 
decedent shall be determined by including the 
value at the time of his death of all property, 
real or personal, tangible or intangible wher- 


THE AUTHOR IS A MEMBER OF THE LAW FIRM OF 
NEMEROFF, JELLINE, DANZIG & PALEY, 


NEW YORK CITY 


incidents of ownership, exercisable either 
alone or in conjunction with any other person.” 
(Italics supplied.) 


A great many survivorship agreements 
are entered into between two stockholders 
who make mutual agreements concerning 
their respective stockholdings to take effect 
on death and, where life insurance is pro- 
vided, make mutual agreements to have the 
corporation pay the insurance premiums. 


The question then arises as to whether 
such an agreement comes within the pur- 
view of (1) above, and, if it does not, 
whether it comes within the purview of (2) 
above. If it falls within either, the proceeds 
of the policy are includible in the estate of 
the deceased shareholder. This is a very 
important consideration because his estate 
not only has to pay an estate tax on the full 
value of the shares at the time of his death, 
but has to pay a further estate tax—at 
higher rates, because the proceeds of the 
policy are added to the estate—on the pro- 
ceeds of a policy of insurance not one cent 
of which is actually realized by the estate. 


Section 811 (g) of the Code is a successor 
to Section 302 (g) of the Revenue Act of 
1926. The earlier section, by its terms, 
taxed the estate of the decedent for insur- 
ance “taken out by the decedent.” But the 
Board of Tax Appeals interpreted this to 
include insurance paid for by the deceased 
indirectly, and from time to time the Com- 
missioner’s Regulations wavered between 
taxing proceeds of insurance paid for by the 
deceased indirectly and taxing proceeds of 
insurance over which the deceased had the 
incidence of ownership at the time of his 
death.” 


ever situated—(a) to the extent of the interest 
therein of the decedent at the time of his 
death, . . (g) to the extent of the amount 
receivable by the executor as insurance under 
policies taken out by the decedent upon his 
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Accordingly, it can be seen that the 
present section is the enactment of the 
cumulative effect of past court decisions and 
Treasury Regulations. These earlier deci- 
sions, therefore, furnish a guide as to what 
circumstances will be adjudged to consti- 
tute an “indirect” purchase of insurance by 
the deceased. The Commissioner has ap- 
parently recognized them as interpretive 
of the present law.® 


The following decisions, fortunately, have 
interpreted the effects of insurance used in 
aid of survivorship agreements. 


Mitchell Case 


Estate of John T. H. Mitchell, CCH Dec. 
9902, 37 BTA 1 (1938), involved two stock- 
holders each of whom took out insurance on 
the other’s life. The corporation paid the 
premiums, and charged them equally to each 
stockholder’s personal account. By the 
terms of an agreement between the stock- 
holders, neither could transfer his stock- 
holdings during his lifetime without offering 
them to the remaining stockholder. Upon 
the death of either, the survivor was re- 
quired to purchase the shares of the de- 
ceased shareholder. However, the amount 
of the insurance on the deceased share- 
holder’s life was to be credited against the 
purchase price. By the terms of the policy, 
the proceeds were payable directly to the 
estate of the deceased. There was reserved 
to each of the insureds the right to change 
the beneficiary, to surrender option rights 
and to make loans against the policy. The 
Board of Tax Appeals held that this was in 
effect an indirect purchase by the deceased, 
and in addition that the deceased had so 
many incidents of ownership that the is- 
suance was his and therefore, under Section 
302 (g), includible in his estate. 


The important part of this decision, how- 
ever, is not the fact that the insurance was 
included in the estate of the deceased. 


(Footnote 2 continued) 

own life, and to the extent of the excess over 
$40,000 of the amount receivable by all other 
beneficiaries as insurance under policies taken 
out by the decedent upon his own life.’’ (Italics 
supplied.) 

Previous Treasury Regulations interpreting 
302(g) or its predecessors are Regulations 37 
(1919 Ed.), Article 32; Regulations 37 (1921 
Ed.), Article 32; Regulations 63, Article 28; 
Regulations 70, Article 25 (1926). All of these 
seek to include insurance indirectly purchased 
but make no reference to incidence of owner- 
ship. From 1930 to 1934 the sole criterion of 
includibility was incidence of ownership. From 
1934 to 1937 both the indirect test and the inci- 
dence test were applied alternatively by Regu- 
lations 80. From 1937 to 1941 the shift was 
back to incidence of ownership only as a test. 


Stockholder-Survivor Agreements 









The Board went on to hold that the de- 
ceased had relinquished that portion of his 
estate which had been purchased by the 
proceeds of the policy, and therefore that 
only so much of the value of his shares as 
exceeded the proceeds of the policy was in- 
cluded in the estate. Accordingly, since the 
value of the stock of the deceased was 
$111,105.26 more than the proceeds of the 
policy, the Board held the proceeds, plus 
$111,105.26 only, includible in the estate. 


Dobrzensky Case 


The Board used the same reasoning as 
that of its previous decision in M. R. 
Dobrzensky, CCH Dec. 9298, 34 BTA 305 
(1936). In that case a partner in a law firm 
agreed to accept the proceeds of policies of 
life insurance, payable in part to his wife 
and in part to his executors, in complete 
payment for his partnership share and the 
right to use his name. The partners had 
insured one another’s lives. The insurance 
apparently far exceeded the value of the 
estate, and therefore the estate sought to 
include it as an asset. The Board, holding 
that the insurance was included in the estate 
of the deceased, stated that the deceased 
had “bought” the insurance by relinquishing 
his interest and the right to use his name.‘ 


Both cases were cited with approval in 
Paul Legallet, CCH Dec. 10,995, 41 BTA 294 
(1940).° 


Commissioner's Position 


In a Special Ruling dated November 24, 
1947, and signed by D. S. Bliss, Deputy 
Commissioner, the Commissioner adopted 
the Mitchell case as good law today. Be- 
cause of its importance, this letter ruling is 
set forth at length: 


“Reference is made to your request for 
further information relative to the applica- 
tion of the estate tax in cases involving in- 


But on January 10, 1941, by T. D. 5032, the 
indirect test was re-established. For a history 
of the Regulations, see Kennedy, ‘‘Indirect 
Payment of Life Insurance Premiums,’’ TAXES 
—The Tax Magazine, September, 1943, pp. 475, 
521. 

3See letter of D. S. Bliss, Deputy Commis- 
sioner, dated November 24, 1947, set forth, 
infra, 

4“After the acquisition, decedent no longer 
had any right, at his death, in the relinquished 
assets.’’ 

5 To the contrary, interpreting Section 302(g), 
was Wilson v. Crooks, 1931 CCH { 9554, 52 F. 
(2d) 692 (DC Mo., 1931), holding that survivor- 
ship insurance on the majority stockholder 
should not be included in his estate when paid 
for by the corporation. 


215 
























































































surance on the lives of members of 
partnerships. It is believed that the matter 
may be clearly explained by the considera- 
tion of the following examples: 


“First assume that A and B are the mem- 
bers of a partnership and that each agrees 
to purchase insurance upon the life of the 
other payable in each instance to the wife 
of the insured. The agreement does not 
involve the disposition of the deceased part- 
ner’s interest in the partnership. In such 
case, upon the death of the first to die, both 
the insurance on his life and the full value 
of his interest in the partnership will be 
includible on his gross estate. This con- 
clusion is supported by the decision of the 
Circuit Court of Appeals for the Second 
Circuit in the case of Lehman v. Commis- 
sioner [40-1 ustc J 9198], 109 Fed. 2d 99. 


“Second, assume that C and D are mem- 
bers of a partnership each owning a half 
interest. To provide for the continuance of 
the business on the death of one of the part- 
ners, and to provide funds with which the 
surviving partner can purchase the deceased 
partner’s interest, the partners entered into 
an agreement under which insurance is pur- 
chased on both of their lives, and at the 
death of the first to die the proceeds of the 
policy on his life are to be applied in part 
payment of his interest in the partnership 
which is to be purchased by the survivor. 
In this case the life insurance and the full 
value * of the partnership interest will not 
both be included in the gross estate. The 
treatment of such a case for estate tax pur- 
poses is exemplified by the decision of the 
United States Board of Tax Appeals in the 
Estate of John T. H. Mitchell, 37 BTA 1.”° 


It will be seen that the net over-all effect 
of the Board decisions and of the letter rul- 
ing is as follows: 


Where two partners or two stockholders 
make a binding agreement to take out insur- 
ance on each other’s lives, payable to the 
estate of the insured or a beneficiary selected 
by the insured, this in effect is an indirect 
payment of the premiums by the deceased. 
The proceeds, therefore, will be included in 
his estate. By the same token, however, 
where the agreement provides that the pro- 
ceeds of the insurance policy are to be 
credited against the purchase price of the 
interest of the deceased partner or the stock 
of the deceased shareholder, the net value 
of the interest of the partner, or the value of 
the stock of the deceased shareholder, will 


‘ be reduced for estate tax purposes by the 


amount of the proceeds of the policy. 


Where the picture is modified by arrang- 
ing for the corporation to purchase the 
shares of the deceased shareholder, and the 
corporation pays for insurance which is 
credited against the purchase price, the same 
reasoning apparently applies—the deceased 
shareholder has “bought” the insurance by 
relinquishing a share of his estate equivalent 
to the proceeds. Therefore, only the insur- 
ance plus such value of the shares as ex- 
ceeds the insurance is included in the estate 
of the deceased shareholder. 


Drafting of Agreement 


From a practical point of view, therefore, 
it seems clear—as clear as anything in the 
tax law can be—that if a survivorship instru- 
ment is properly drawn, there is no danger 
that the estate of the deceased will be taxed 
both for the value of his shares and for the 
value of the insurance. 


In drawing such an instrument, however, 
one must be extremely wary. There should 
be a provision, if possible, for absolute sale 
of the stock of the deceased shareholder, at 





®* Note carefully that this ruling says noth- 
ing as to how the balance of the estate will 
be valued. Several cases hold that where there 
is a mere option or obligation to purchase at 
death, with no similar inter-vivos agreement, 
the agreement is not binding as to the value 
of the shares of the deceased at death. Claire 
G. Hoffman, CCH Dec. 13,638, 2 TC 1160 (1943); 
Estate of James H. Matthews, CCH Dec. 13,822, 
3 TC 525 (1944); Matter of Cory’s Estate, 164 
N. Y. S. 956, 177 App. Div. 871, aff’d 221 N. Y. 
612, 117 N. E. 1065; Matter of Orbio Estate, 233 
N. Y. 1, 119 N. E. 88. But see In re Miller’s 
Estate, 79 N. Y. S. (2d) 372 (1948), which 
seems to be the better reasoning. Where the 
option or obligation is both inter vivos and 
effective on death, the contract is held to de- 
termine the value of the share of the deceased 
at death. Wilson v. Bowers, 1932 CCH { 9214, 
57 F. (2d) 682 (CCA-2, 1932); Lomb v. Sugden, 
36-1 ustc 7 9158, 82 F. (2d) 166 (CCA-2, 1936); 
In re Fiewx’s Estate, 241 N. Y. 277, 149 N. E. 


857 (1925); Commissioner v. Bensel, 38-2 ustc 
9593, 100 F. (2d) 639 (CCA-3, 1938); Estate 
of John T. H. Mitchell, supra; Estate of John 
Q. Strange, CCH Dec. 12,516-D, BTA memo. op. 
(1942); Helvering v. Salvage, 36-1 ustc { 9064, 
297 U. S. 106. 

™The Commissioner had issued two previous 
letters on partnership mutual insurance on July 
18, 1947, and September 8, 1947. But practi- 
tioners felt that sufficient guide had not been 
rendered for survivorship contracts involving 
insurance—hence, this letter. The writer re- 
spectfully submits that the thinking involved 
in the letter is somewhat muddy. It would 
have been easier for the Commissioner merely 
to have cited S. R. 1631, 77th Congress, 2d Ses- 
sion, p. 235—‘‘this provision [811(g)] is in- 
tended to prevent avoidance of the estate tax 
and shall be construed in accordance with this 
objective’’—and to have held the proceeds of 
life insurance not includible in the estate. 
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least to the extent of the insurance. 





The in- 
surance should, if possible, be made payable 
to the estate of the deceased or to a benefi- 
ciary selected by the insured.* If the insur- 
ance is made payable to the corporation, and 
the corporation has the option to purchase 
the shares, a substantial risk is involved, 
varticularly where the corporation does not 
se the proceeds to purchase the shares. In 
the latter event, the Commissioner may well 
assert that the deceased shareholder indi- 
rectly paid for the insurance, and therefore 
that the full amount of the proceeds, in 
addition to the shares themselves, is includ- 
ible in the estate of the deceased. ‘This 
argument has some weight, in that a cor- 
poration’s payment of premiums on insur- 
ance policies used to implement survivorship 
agreements is deemed to be payment on be- 
half of the stockholders involved and there- 
fore dividends. (See Paramount-Richards 
Theatres v. Commissioner, 46-1 ustc J 9170, 
153 F. (2d) 602 (CCA-5, 1946), discussed 
below.*) 


Since the insurance is included in the 
estate of the deceased shareholder in any 
event, addition of clauses giving the insured 
the right to change the beneficiary, borrow 
on the insurance, etc., can do no harm. 


Corporation’s Income Tax Liability 


The income tax liability of a corporation 
for the proceeds of the insurance is a much 
less troublesome problem than the estate tax 
liability of the shareholder’s estate. The 
proceeds of life insurance are excluded from 
gross income by Section 22 (b) (1) of the 
Internal Revenue Code.” 





8 Some agreements provide that the insurance 
is payable to the corporation (or the surviving 
stockholder when the surviving stockholder: is 
the purchaser), but that the down payment on 
the purchase price will be a sum equal to the 
proceeds. While this is the same in substance 
as direct payment of the proceeds to the estate 
and a credit of the same against the purchase 
price, it is not the same in form, and therefore 
seems a bit risky. 


®S. R. 1631, 77th Congress, 2d Session, p. 235: 
“A decedent similarly pays the premium or 
other consideration if payment is made by a 
corporation which is his alter-ego. Payment 
is also made by a decedent if the decedent’s 
employer makes payment as compensation for 
services.’’ 

The Paramount-Richards case, by operation 
of law, seems to bring every survivorship con- 
tract case within the facts of the Mitchell case. 
In the Mitchell case, the premiums were 
charged to the personal account of the stock- 
holders as a matter of fact. In the Paramount- 
Richards case the premiums were chargeable 
to the personal account of the shareholders as 
a matter of law. 


Stockholder-Survivor Agreements 


Any doubt that the section applies to a 
corporation’s receipt of proceeds of an in- 
surance policy was removed by the Supreme 
Court holding in U. S. v. Supplee-Biddle Hard- 
ware Company, 1 ustc 795, 265 U. S. 189; 


and the Regulations themselves so state.” 


Shareholders’ Income Tax Liability 


Another consideration is the income tax 
liability of the shareholders for the pre- 
miums disbursed by the corporation. 


In Paramount-Richards Theatres v. Com- 
missioner, supra, a survivorship agreement 
by two stockholders provided for an insur- 
ance policy on the life of one of the stock- 
holders, the proceeds of which were to be 
used to adjust the purchase price of the 
stock between the parties if certain options 
to purchase were exercised. The court held 
that the premium payments “represented 
dividend distribution, not corporate business 
expenses, and that insurance purchased with 
these premiums was to enure to the benefit 
of both stockholders.” In arriving at this 
conclusion, the court stated: 


“Permitting the light to shine through, we 
have an agreement by two stockholders who 
owned the legal title to all the stock in a 
corporation providing for a policy of life 
insurance on one of the stockholders, the 
proceeds of which are to be used to adjust 
the purchase price of stock between the 
parties in the event certain options to pur- 
chase are exercised. The stockholders thus 
appropriated corporate funds to their joint 
benefit by the premium payments.” 


While the Paramount-Richards case did 
not involve a situation where the corpora- 


10 Section 22: ‘‘(b) Exclusions from Gross In- 
come.—The following items shall not be in- 
cluded in gross income and shall be exempt 
from taxation under this chapter: 

‘*(1) Life Insurance.—Amounts received under 
a life insurance contract paid by reason of the 
death of the insured, whether in a single sum 
or otherwise (but if such amounts are held by 
the insurer under an agreement to pay interest 
thereon, the interest payments shall.be included 
in gross income.’’ 


11 “The proceeds of life insurance policies, paid 
by reason of the death of an insured to his 
estate or to a beneficiary (individual, partner- 
ship or corporation), directly or in trust, are 
excluded from the gross income of the benefici- 
ary, except in the case of certain transferees 
as provided in section 29.22(b)(2)-3 and in the 
case of a spouse to whom such payments are 
income under section 22(k). It is immaterial 
whether the proceeds are received in a single 
sum or otherwise. If, however, such proceeds 
are held by the insurer under an agreement 
to pay interest thereon, the interest payments 
must be included in gross income.’’ Regula- 
tions 111, Section 29.22(b)(1)-1. 
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tion, as such, was to buy the stock of the 
deceased stockholder, the reasoning seems 
applicable to such a case. As stated in that 
case the proceeds of the insurance are to be 
used “to adjust the purchase price of the 
stock between the parties,” and thus cor- 
porate funds are appropriated to their “joint 
benefit.” In addition, it may be stated that 
the party who will die first has the benefit 
of a liquid fund available to purchase the 
stock owned by his estate, and it is usually 
provided that this fund shall constitute the 
minimum purchase price of the stock re- 
gardless of its actual value. Since both 
stockholders stand a chance to win in this 
uncertain lottery, each not knowing whether 
the other will die first, both can be said to 
benefit. Whether the potential increase in 
equity which may redound to the benefit 
of the surviving stockholder by virtue of the 
use of the insurance proceeds by the cor- 
poration to purchase the stock of the de- 
ceased stockholder also constitutes a present 
benefit is a difficult question to solve. At 
any rate, in the absence of any other de- 
cided cases, the Paramount-Richards case 
seems to govern. 


The fact that a stockholder is charged 
with dividends in the amount of premiums 
paid on life insurance under a survivorship 
agreement is no argument against a Cor- 
poration’s purchasing the shares of the de- 
ceased shareholder, as distinguished from a 
stockholder’s direct purchase of such shares. 
In the latter case any premiums paid by the 
shareholder are not deductible from income; 
therefore, if he first drew out the money in 
the form of dividends in order to pay the 
premiums, and then disbursed the premiums 
himself, he would have no deduction from 
his gross income for the payment of the 
premiums. He still would have to pay in- 
come tax on the dividend. The same rule 
has been held effective as to partnerships; 
and where the partnership has disbursed the 
premiums, the income has been held charge- 
able to the partners and not deductible as a 
business expense. (Joseph Nussbaum, CCH 
Dec. 6029, 19 BTA 868 (1930). See also 
Clarence W. McKay, CCH Dec. 3599, 10 
BTA 949.) 


From the present state of the law, there- 
fore, it would seem that the stockholders 
are chargeable with all premiums paid in 
survivorship agreements. 


Deductibility of Premiums 


Clients must not be led into the assump- 
tion that the premiums paid by the corpora- 


122‘‘In the case of a transfer for a valuable 
consideration, by assignment or otherwise, of a 
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tion for the purposes of insurance in a 
survivorship agreement are deductible. They 
are not. This is specifically covered by 
Code Section 24 (a) (4), which states that 
wherever a corporation is either directly or 
indirectly a beneficiary of a policy on the 
life of a person financially interested in any 
trade or business carried on by the cor- 
poration, any premiums paid on such poli- 
cies are not deductible by the corporation 
as a business expense. (As stated above, 
the rule is the same with reference to part- 
nerships; therefore, there is no disadvantage 
in utilizing the corporation as a purchasing 
agent for the insurance.) There can be no 
doubt, of course, that a corporation is an 
indirect beneficiary of a policy used to im- 
plement a survivorship agreement under 
which the corporation buys the shares of the 
deceased stockholder. In such a case, the 
corporation benefits in obtaining a full credit 
on the purchase price of the shares to the 
extent of the proceeds of the policy. The 
term “beneficiary” as used in Section 23 
does not mean beneficiary in the strict in- 
surance sense. 


Where the survivorship agreement is be- 
tween the stockholders themselves, and the 
corporation makes the payment for the 
stockholders, the expense is nondeductible 
under Section 23 (a). (Paramount-Richards 
v. Commissioner, supra; Atlas Heating and 
Ventilating Company, CCH Dec. 5675, 18 
BTA 389.) 


Assignment of Shareholders’ Policies 


The next consideration which faces the 
practitioner in dealing with situations of this 
kind are the steps to be taken once it has 
been decided to enter into the plan. When 
this decision has been arrived at, the stock- 
holders often have policies of insurance 
which they would like to transfer to the 
corporation, 


It is usually arranged for the corporation 
to pay the cash-surrender value of the policy 
at the time of the transfer. 


By permitting his clients to enter into 
such transactions, the practitioner unwittingly 
falls into the trap set by the second sentence 
of Code Section 22 (b) (2) (A), which pro- 
vides that in such an event all proceeds re- 
ceived by the corporation over and above 
the amount paid for acquiring the policy and 
subsequent premiums paid by the corpora- 
tion are taxable to the corporation as in- 
come.” The taxable portion of the insurance 
proceeds is ordinary income, not capital 


life insurance, endowment, or annuity contract, 
or any interest therein, only the actual value 
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gain. (Bodine v. Commissioner, 39-1 ustTc 
q 9450, 103 F. (2d) 982 (CCA-3), cert. den. 
308 U. S. 576; Blum v. Higgins, 45-2 ustc 
q 9343, 150 F. (2d) 471 (CCA-2); George A. 
Hellman, CCH Dec. 9200, 33 BTA 901; 
Cobbs, CCH Dec. 10,628, 39 BTA 642, ap- 
peal dismissed per stipulation 111 F. (2d) 
644 (CCA-9); Frank Hawkins, CCH Dec. 
14,212(M), 3 TCM 1135.) 


Accordingly, it is a risky business to 
transfer policies from stockholders to cor- 
porations, and such transfers should be 
avoided whenever possible.” (See Paul, 
Studies in Federal Taxation, page 364.™) 


Capital Gain or Loss 


The last factor of which the practitioner 
ought to be cognizant in handling a trans- 
action of this type is the capital gain or loss 
possibilities. Does the surviving stockholder 
lose out, as to his cost basis, by having the 
corporation purchase the stock of the de- 
ceased? After all, the surviving stockholder 
does not “acquire” the stock, and therefore 
cannot have any cost of acquisition under 
Code Section 113. Does he thereby lose the 
entire benefit of the insurance proceeds in 
that they are not part of his individual cost 
basis? This problem need not trouble us, 
for it was explicitly decided in Paul Legallet, 
supra, that even if the survivor buys di- 
rectly, the insurance is not part of his cost 
basis. In that case a partnership survivor- 
ship agreement was involved. The contract 
provided that the insurance proceeds were 
payable to the wife of the deceased partner 
but were credited against the purchase 
price to be paid by the surviving partner. 
Relying on the Mitchell and Dobrzensky 
cases, the Board of Tax Appeals held that 
the policy had been purchased by the de- 
ceased, not by the survivor, and therefore 
was not a part of the survivor’s cost. 


Accordingly, from the capital gain or loss 
point of view, it makes no difference whether 
the corporation buys the stock of the de- 
ceased or the survivor buys it himself. 


Tax Considerations 


In summary, it may be said that the im- 
plementation of a survivorship agreement 


by the use of insurance works out just as 
well taxwise where the corporation buys the 
shares of the deceased shareholder as it does 
where the surviving stockholder buys the 
insurance. In both instances, the estate of 
the deceased is taxable for the proceeds, but 
not for the portion of his estate relinquished 
in return for the proceeds. In both in- 
stances, the corporation, on the one hand, 
and the surviving stockholder, on the other, 
are not taxable for the proceeds of the in- 
surance. In both instances, the shareholders 


- are subject to income tax for the premiums 


disbursed by the corporation. The pre- 
miums paid are not deductible by the cor- 
poration, on the one hand, or by the 
individual shareholders, on the other. The 
capital gain or loss result is the same 
whether the corporation or the surviving 
shareholder buys the stock. Caution must 
be exercised, however, in assigning present 
policies to a corporation. 


Business Considerations 


From a business point of view, it should 
always be remembered that when a cor- 
poration owns the insurance policy, the man 
who dies first always gets the short end of 
the deal. The longer he lives, the more he 
is in fact paying for an asset owned by his 
own estate. No premium payment is in any 
way deductible from his gross income; if he 
should put the same money aside in a special 
interest-bearing account, instead of paying 
premiums therewith, he would have both the 
account and his estate in full at his death. 
Under a survivorship agreement, where the 
corporation purchases his stock, he is in 
effect putting the money into a special ac- 
count which never pays off either to him or 
his estate, in that the estate receives no ad- 
ditional money’s worth on his death. On 
the other hand, if he dies shortly after the 
policy is issued, he has bought for a small 
sum the assurance that funds will be avail- 
able in liquid form for the purchase of his 
shares. 

But each shareholder hopes that he will 
be the survivor, and the survivor has great 
benefits. It is true that he must share in 
the obligation to pay the premiums, but in 
effect he is not paying for the policy of the 





(Footnote 12 continued) 

of such consideration and the amount of the 
premiums and other sums subsequently paid by 
the transferee shall be exempt from taxation 
under paragraph (1) or this paragraph.’’ See 
also Regulations 111, Section 29.22(b)(2)-3. 

13 Where the assignment is without considera- 
tion, the corporation derives no income from 
the proceeds. See 50-1 CCH Standard Federal 
Tax Reports { 95A.036. 


Stockholder-Survivor Agreements 


14Since in survivorship agreements the in- 
surance is included in the estate of the deceased 
shareholder in full, there is no need to be wary 
of the second sentence of Section 811(g)(2). It 
is important to know, however, that this sen- 
tence includes in the estate of the decedent a 
portion of insurance proceeds when the policy 
was assigned by him and he did not receive the 
full value of the policy at the time of transfer 
in money or money’s worth. 
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other shareholder. In substance, the other 
shareholder is doing that and the survivor 
is paying for his own policy. Nevertheless, 
the survivor still receives the full benefit of 
the proceeds of the policy paid for by the 
deceased and the policy on his life (i. e., the 
corporation which he controls owns the 
policy after the decease of the other share- 
holder). In all fairness, it would seem that 
the estate of the deceased ought to be re- 


1% This problem is avoided where each share- 
holder takes out an insurance policy on the 
other’s life directly. In the event of death of 
one of them, the estate of the deceased owns 





imbursed by the surviving shareholder for 
all premiums disbursed.” 


Finally, it seems wiser, from a business 
point of view, for the corporation to pur- 
chase the shares of the deceased shareholder 
rather than for the surviving shareholder to 
make the purchase directly, since in the 
former case the surviving shareholder 
siphons off surplus of the corporation with- 
out payment of taxes. [The End] 


the policy on the survivor's life, and the estate 
of the deceased shareholder can either sell the 
same to the survivor or obtain the cash trade 
in value directly from the insurance company. 
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NEW HAVEN.—Vivien Kellems, cable grip manufacturer, made her first ap- 
pearance in the federal district court on February 6, in connection with her suit to 
recover money seized from her bank accounts by the Connecticut Collector of 
Internal Revenue. Miss Kellems refused to withhold income taxes from her 


employees’ paychecks. United States Attorney Adrian W. Maher stands at right. 
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Transfers to Take Effect 


in Possession or 
on Death 


Enjoyment 


By RAY A. BROWN 
and WILLIAM G. MOORE 





Mr. Brown, professor of law at the University of Wisconsin, 
has also served both government and industry as tax counsel. 
His co-author, Mr. Moore, formerly was editor-in-chief of the 
Wisconsin Law Review and is now a member of the Wisconsin bar 


INCE ITS INCEPTION the federal 

estate tax law has included in the tax- 
able estate of the decedent property passing 
by a transfer “intended to take effect in 
possession or enjoyment at or after his 
death.”* Section 7 of Public Law 378, 
approved October 25, 1949,? drastically 
changes the existing law relating to such 
transfers. It imperatively and immediately 
demands, for tax purposes, a careful consid- 
eration of all such transfers, both past and 
prospective, for the section is both retro- 
active and prospective in operation. 

To appreciate these changes, a brief re- 
view of the pre-existing law is necessary. 

Shukert v. Allen, the first Supreme Court 
decision construing the quoted words, in- 
volved the following facts. The decedent 
in 1921, when he was fifty-six years of age, 
transferred property in trust, the income to 
be accumulated until 1951 and the trust 
property then to be conveyed to his three 
named children. Although it was apparent 
that the distribution might not occur until 
after the transferor’s death, it was held that 
the property was not includible in the dece- 
dent’s estate. “The transfer was out and out 
leaving no interest remaining in the testator. 
The trust in its terms has no reference to 


his death, but is the same and unaffected 
whether he lives or dies.” The mere fact 
that the income is to be accumulated “does 
not make the trust one intended to take 
effect in possession or enjoyment at or after 
the grantor’s death.” 


This case was followed by Reinecke v. 
Northern Trust Company, where the decedent 
had transferred property in trust for the benefit 
of third persons, with a gift over to still 
other persons, which, under the terms of 
the trust, could not take effect until after 
the death of the transferor. Again it was 
held that the property was not includible 
in the estate of the decedent. The federal 
estate tax “is one imposed on transfers at 
death or made in contemplation of death 
and is measured by the value at death of 
the interest which is transferred.” Since in 
this case the decedent had in his lifetime 
“parted with the possession and his entire 
beneficial interest in the property,” the tax 
could not be levied, even though the gift 
took “the form of a life estate in one with 
remainder over to another at or after the 
donor’s death.” 


The operation of the words in question were 
further severely limited by May v. Heiner* 





1 The pertinent provision is Section 811 (c) of 
the Internal Revenue Code. The above-quoted 
words had their origin in a Pennsylvania in- 
heritance tax statute of 1826. The phrase was 
incorporated in the federal war revenue acts of 
1862 and 1898, and in the present federal estate 
tax law in 1916. 39 Statutes 756, 778. It is said 
to be included in all state inheritance tax stat- 


Transfers 


utes except that of Louisiana. See Note, 56 Yale 
Law Journal 176 (1946); 1 CCH Inheritance 
Estate and Gift Tax Reports { 1500. 

2H. R. 5268, 8ist Congress, 1st Session. 

31 ustc J 223, 273 U. S. 545 (1927). 

41 ustc § 347, 278 U. S. 339 (1929). 

52 ustc 9 519. 281 U. S. 238 (1930). 




















































































and three following per curiam decisions * 
holding that even though the transferor had 
reserved a life estate to himself with a gift 
over on his death, the property was not cov- 
ered by the section in question. This was 
on the ground that again nothing passed 
from the decedent to the remainderman on 
the former’s death. In May v. Heiner, the 
interest which the transferor had in the 
property prior to his death was merely 
“obliterated by that event.” 


The shock of the per curiam decisions was 
so great that the Congress, by joint reso- 
lution on the day following,’ and by an 
amendatory act a year later,* acted to rem- 
edy the situation. The section providing for 
the taxation of transfers intended to take 
effect in possession or enjoyment at or after 
death was amended to include transfers by 
the decedent “under which he has retained 
for his life or for any period not ascertainable 
without reference to his death, or for any 
period which does not in fact end before 
his death, (1) the possession and enjoyment 
of or the right to the income from the prop- 
erty, or (2) the right either alone or in con- 
junction with any person, to designate the 
persons who shall possess or enjoy the 
property or the income therefrom.” ® (Italics 
supplied.) It was held, however, in Hassett 
v. Welch,® that the joint resolution was 
prospective in operation only, so that trans- 
fers prior to March 3, 1931, in which the 
transferor had retained a life estate were 
still not subject to tax even though the 
transferor died after that date. 


Klein Case 


The foregoing cases negatived the right 
of taxation under the phrase under consid- 
eration. Klein v. U. S.™ is on the positive 
side. In that case the decedent had trans- 
ferred property to his wife for life. It was 


® Burnet v. Northern Trust Company, 1931 
CCH { 9163, 283 U. S. 782 (1931); Morsman v. 
Burnet, 1931 CCH { 9164, 283 U. S. 783 (1931); 
McCormick v. Burnet, 1931 CCH { 9165, 283 U. S. 
784 (1931). 

746 Statutes 1516, adopted March 3, 1931. 

847 Statutes 169, approved June 6, 1932. 

®* The amendatory act was largely to clarify 
the words of the joint resolution. Two provisions 
were added, however, which the House commit- 
tee stated were new matter. To the period of 
the life of the transferor was added the ‘‘period 
not ascertainable without reference to his 
death,’’ and Clause 2 was amended by making 
the reserved right of the decedent to designate 
the persons who should enjoy the property a 
tax consequence, even though to be exercised 
in ‘‘conjunction with any person.’’ These 
amendments are shown in italics in the above 
quotation. See Paul, Federal Estate and Gift 
Taxation (1942), p. 299, footnote 14. 


provided that should she predecease him, 
she would take no greater interest in the 
property, but that should she survive him, 
the entire fee-simple interest in the property 
would vest in her. The Supreme Court held 
that the remainder interest in the property 
was subject to tax under the phrase in ques- 
tion. “It is perfectly plain that the death 
of the grantor was the indispensable and 
intended event which brought the larger 
estate into being for the grantee and effected 
its transmission from the dead to the living, 
thus satisfying the terms of the taxing act.” 


In Helvering v. St. Lowis Union Trust 
Company,” however, an opposite result was 
obtained. There the decedent had transferred 
property in trust for the benefit of his daugh- 
ter for life, with remainders over, but with 
the provision that should she predecease the 
grantor, the trust would terminate and the 
trust property would be returned to the 
grantor. Although the practical effect of 
this transfer was the same as that of the 
transfer in the Klein case, the Supreme 
Court, apparently relying on the common- 
law concept that a possibility of reverter 
is not an estate in property,” held that prop- 
erty so transferred was not includible in the 
decedent’s estate. 


Hallock Case 


This technical decision, however, was re- 
pudiated five years later in Helvering v. 
Hallock“ as “depending upon elusive and 
subtle casuistries which may have historic 
justification but possess no relevance for 
tax purposes.” In holding such a transfer 
as that in the Hallock case taxable, the Su- 
preme Court relied on the Klein case. The 
death of the transferor was the indispensable 
event which brought the estate of the trans- 
feree into being and so effected its transfer 
from the dead to the living.” 


10 38-1 ustc { 9140, 303 U. S. 303 (1938). 

112 ustc { 706, 283 U. S. 231 (1931). 

12 36-1 ustc J 9005, 296 U. S. 39 (1935). 

13 See Tiffany, Real Property (2d ed., 1920), 
Volume 1, p. 473. 

14 40-1 ustc J 9208, 309 U. S. 106 (1940). 

18 The case was followed in Goldstone v. U. 8&., 
45-2 ustc § 10,209, 325 U. S. 687 (1945). There 
the decedent had taken out concurrently a 
single-premium life insurance policy payable to 
his wife on his death, but with a reversionary 
interest in his estate should he survive his wife 
and an annuity contract. for his life, and with a 
definite sum payable to his wife on his death, 
again with a provision that the residuary sum 
should be paid to his estate should he survive 
her. The Supreme Court, treating the two con- 
tracts as one transaction, held that it was a 
transfer to take effect in possession or enjoy- 
ment at his death. 
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Then the companion cases of Fidelity- 
Philadelphia Trust Company v. Rothensies * 
and Commissioner v. Field Estate™ settled a 
question left undetermined by the Hallock 
case. “The estate tax is not based on the 
value of the reversionary interest of the de- 
cedent at the time of his death, but on the 
value at the time of his death of the prop- 
erty to which that reversionary interest re- 
lates. It makes no difference how vested 
may be the remainder interests in the corpus 
or how remote or uncertain may be the de- 
cedent’s reversionary interest. If the corpus 
does not shed the possibility of reversion 
until at or after the decedent’s death, the 
value of the entire corpus on the date of 
death is taxable.” * 


The above cases apparently settled these 
propositions as far as the phrase under con- 
sideration is concerned: (1) The transfer 
is not subject to tax if the transferor has 
parted with his entire interest in the prop- 
erty, even though the beneficiary may not 
take until his death.” (2) Even though the 
transferor retained an interest in the prop- 
erty transferred, the property is not includ- 
ible in his estate, unless it was the death of 
the transferor which terminated that inter- 
est and vested the estate in the beneficiaries.” 


16 45-1 ustc { 10,168, 324 U. S. 108 (1945). 

1145-1 ustc § 10,169, 324 U. S. 113 (1945). 

1% Commissioner v. Field Estate, supra. In the 
Fidelity-Philadelphia Trust Company case the 
transfer was as follows: The decedent prior to 
the joint resolution of 1931, had transferred 
property in trust, the income to herself for life, 
on her death to her two daughters for life and 
on their deaths to their descendants, provided 
that should the two daughters die without 
descendants, the corpus should be paid to such 
persons as the transferor should appoint. At the 
death of the transferor in 1934, the two daugh- 
ters were aged sixteen and eighteen and un- 
married. In holding the entire trust taxable, 
the Court said that the daughters’ rights to their 
life interests and the rights of their possible 
descendants to take depended on the daughters’ 
surviving the transferor. In the Field case the 
decedent in 1922, when aged thirty-seven, had 
made the transfers in question. Trusts were 
established for the term of the joint lives of 
two nieces, then aged three and ten. During 
the term of the trust the income was to be paid 
to the transferor for his life, with gifts over 
to stated beneficiaries, and on the termination 
of the trust the corpus was to be paid to the 
beneficiary then entitled to the income. It was 
provided, however, that should the trust be ter- 
Mminated by the death of the two nieces prior to 
the death of the transferor, the corpus of the 
trust should be returned to him. Since the 
death of the transferor determined whether or 
not he would survive the term of the trust 
and receive the trust property back, the prop- 
erty was included in his estate under the phrase 
in discussion. 

1% See Regulations 105, Section 81.17, Example 
(6); Commissioner v. Kellogg, 41-1 ustc { 10,041, 
119 F. (2d) 54 (CCA-3, 1941), aff’g-CCH Dec. 
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(3) Property transferred by instruments 
executed prior to March 3, 1931, in which 
the transferor retained a life interest is not 
includible in his estate. If the transfer oc- 
curred after that date, the property is in- 
cludible.* (4) The entire interest which is 
transferred subject to a reversionary inter- 
est in the transferor is included in his estate, 
and not merely the actuarial value of such 
reversionary interest. 


Church and Spiegel Cases 


Then came the recent and exciting deci- 
sions of Commissioner v. Church Estate ™ and 
Spiegel Estate v. Commissioner.* 


The decision in the Church case can easily 
be stated. It overruled May v. Heiner, supra, 
and the per curiam decisions dependent on 
it. Thus, under the Church decision, a trans- 
fer in which the decedent reserved a life 
interest in himself, even though it was made 
prior to the joint resolution of 1931, and 
even though in the intervening eighteen 
years it had been held not subject to tax, 
became includible in the estate of the trans- 
feror on his death.™ 


In the Spiegel case it appeared that the 
decedent had transferred property in trust, 


10,869. 40 BTA 916 (1939); Commissioner v. 
Lasker Estate, 44-1 ustc $10,112, 141 F. (2d) 
889 (CCA-7, 1944), aff’g CCH Dec. 12,565, 47 BTA 
176 (1942); Surrey and Aronson, ‘“‘Jnter-vivos 
Transfers and the Federal Estate Tax,’’ 33 Co- 
lumbia Law Review 1332, 1333 (1932). Under 
state succession tax laws there are contrary 
decisions. See Chase v. Commissioner of Taxa- 
tion, 226 Minn. 521, 33 N. W. (2d) 706 (1948); 
annotated 6 A. L. R. (2d) 223 (1949). 

2 Regulations 105, Section 81.17, Example (2); 
Lloyd Estate v. Commissioner, 44-1 ustc § 10,105, 
141 F. (2d) 758 (CCA-3, 1944). The regulation 
is that the section applies only ‘‘if possession 
or enjoyment of the transferred interest can 
be obtained only by beneficiaries who must 
survive the decedent.’ 

21 Section 811 (c) of the Code also excludes 
from its provisions transfers through ‘‘bona fide 
sale for an adequate and full consideration in 
money or money’s worth.’’ This exception is re- 
tained in Public Law 378. It should be noticed 
that these statements relate only to Section 
811 (c). There is the possibility that an inter- 
vivos transfer may be taxable under Section 
811 (d), relating to transfers subject to altera- 
tion, amendment, revocation or termination by 
the transferor. See Porter v. Commissioner, 3 
ustc § 1065, 288 U. S. 436 (1933); Helvering v. 
City Bank Farmers Trust Company, 36-1 vustc 
§ 9001, 296 U. S. 85 (1935); Commissioner v. 
Holmes Estate, 46-1 ustc { 10,245, 326 U. S. 480 
(1946). Also it is likely that a reversionary 
interest not determinable by the grantor’s death 
would be included to the extent of its value 
under Section 811 (a) of the Code as ‘‘an interest 
therein of the decedent at the time of his death.”’ 

22 49-1 ustc 7 10,702, 335 U. S. 632 (1949). 

23 49-1 ustc § 10,703, 335 U. S. 701 (1949). 

24 There were three dissents. 
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the income to be paid to his three named 
children or their issue during the life of the 
transferor, and the corpus to be transferred 
on the death of the transferor to the bene- 
ficiaries then entitled to the income. Since 
there was no provision for the contingency 
that the three children and their issue might 
all predecease the transferor, it was held 
that the transferor had a reversionary inter- 
est in the property not determinable until 
his death. Although at the time of the dece- 
dent’s death the mathematical chance that 
he might regain the property was only one 
and one-half in one hundred, and although 
this reversionary interest was not expressly 
provided in the instrument of transfer, the 
Supreme Court held, under the authority of 
Helvering v. Hallock and Fidelity-Philadelphia 
Trust Company v. Rothensies, that the entire 
trust property was included in his estate. 
The Court, quoting from the Church opinion, 
said that in order for a transfer to escape 
tax under the “taking effect in possession 
or enjoyment” phrase, “the settlor must be 
left with no present legal title in the prop- 
erty, no possible reversionary interest in 
that title and no right to possess or enjoy 
the property then or thereafter. In other 
words such a transfer must be immediate 
and out and out and must be unaffected by 
whether the grantor lives or dies.” ™ 


It was the impact of the Church and Spie- 
gel decisions that moved Congress to enact 
Public Law 378.¥ 


Section 811(c) Rewritten 


Sections 7 and 8 of Public Law 378 have 
two objects: (1) to clarify the law for the 
future and (2) to grant relief from the sup- 
posed hardships of the Church and Spiegel 
decisions. 


Subsection (a) of Seciion 7 of the 1949 act 
completely rewrites Section 811 (c) of the 
Internal Revenue Code, and applies retro- 


2 Again there were three dissents. The Church 
and Spiegel decisions have been subjects of ex- 
tended comments. It has been suggested that 
the above-quoted language might overthrow the 
canons of interpretation, that a transfer would 
be included under the section if the beneficiary 
would take on the transferor’s death, even 
though the transferor had parted with his entire 
interest in the estate, and also that the transfer 
would be included if there was any possibility 
of interest remaining in the transferor, even 
though that interest was in no wise affected by 
the survival or death of the transferor. See 
Looker, ‘‘Estate Taxation of Living Trusts,’’ 49 
Columbia Law Review 438, 444 (1949); Bittker, 
“The Church and Spiegel Decisions,’’ 58 Yale 
Law Journal 825, 840 (1949); Note, 63 Harvard 
Law Review 119, 164 (1949). 

% See Senate Finance Committee report, S. 
Rep. 831, 81st Congress, 1st Session. 


actively to estates of decedents dying after 
February 10, 1939. Subsection (1) of the 
new section simply rearranges the section 
with no change in the old wording. It 
divides the subsection into three clauses: 
(A) transfers in contemplation of death; 
(B) transfers where the transferor has re- 
tained for his life the possession or enjoy- 
ment of the property or the right to desig- 
nate the persons who shall enjoy the prop- 
erty; and (C) transfers “intended to take 
effect in possession Or enjoyment at or after 
[the transferor’s] death.” 


In redefining transfers to take effect in 
possession or enjoyment on the transferor’s 
death, new Section 811 (c) (2) interprets the 
phrase “prior to October 8, 1949,” and applies 
only to transfers made prior to that date. In the 
case of such a transfer, the property trans- 
ferred shall not be included in the estate 
of the decedent unless he “has retained a 
reversionary interest in the property, arising 
by the express terms of the instrument of 
transfer and not by operation of law, and the 
value of such reversionary interest immedi- 
ately before the death of the decedent 
exceeds 5 per centum of the value of such 
property.” (Italics supplied.) This is a flat 
reversal of the Spiegel case, and also affects 
all transfers formerly taxable under the phrase 
in question, even though the reversionary 
interest was reserved in the instrument of 
transfer. It might thus affect such transfers 
as were involved in the Klein and Hallock 
cases if the transferor died after February 
10, 1939. 

The next sentence of new subsection (2) 
defines “reversionary interest.” It includes 
the possibility that the transferred estate 
may return to the transferor or “may be 
subject to a power of disposition by him,” ” 
but it “does not include a possibility that 
the income alone from such property may 
return to him or become subject to a power 
of disposition by him.” * 


27 The Senate committee report illustrates the 
second type of reversionary interest as one 
where A transferred property in trust to ac- 
cumulate the income until his death and then 
to pay the accumulated fund to B if living, or, 
if B should predecease A, then to whomever 
A might appoint. The transfer held taxable 
in Fidelity-Philadelphia Trust Company v. Roth- 
ensies, supra, footnote 16, also involved such a 
contingent power of disposition. 

28 The Conference Committee report illustrates 
this exclusion ‘‘as the right to receive the in- 
come from a trust after the death of another 
person.’”’ Presumably this exclusion refers only 
to the right of the transferor to receive the 
income for his life only. If the income from 
the trust is payable to his estate after his death 
or subject to a power of disposition by him, it 
would seem clear that a real reversionary in- 
terest is retained by him. 
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The remainder of subsection (2) provides 
the method of valuing the “reversionary 
interest.” It will be noticed that such in- 
terest is to be valued “immediately before 
the death of the decedent.” It is to be de- 
termined “by usual methods of valuation 
including the use of tables of mortality and 
actuarial principles,’ according to regula- 
tions prescribed by the Treasury. In some 
situations the reversionary interest may not 
be ascertainable by such methods. In such a 
situation, the Conference Committee states, the 
value of such interest is to be taken as zero.” 


The Conference Committee unequivocally 
states that the section is intended to pre- 
serve the pre-existing rule that a transfer of 
a property is not intended to take effect in 
possession or enjoyment at or after the de- 
cedent’s death unless the beneficiaries must 
survive the decedent to obtain possession 
or enjoyment. However, the value of the 
transferred property to which the five per 
cent of the reversionary interest is to be 
compared is, the committee states, “the en- 
tire value of the transferred property includ- 
ing interests which are not dependent upon 
survivorship of the decedent.” According 
to the committee, even a vested life estate 
created in a third person by the transfer is 
included. While this seems inconsistent 
with the rule that vested indefeasible inter- 
ests transferred during life are not subject 
to the estate tax,” a statute intended for the 
relief of taxpayers may well be subject to 
that construction. The committee also states, 
however, that if the reversionary interest of 
the transferor affects but one half of the 
property transferred, only one half of the 
value of the property transferred is to be 
used to determine the five per cent of the 
reversionary interest. 

It will be noticed that the value of the 
reversionary interest is to be determined 
“immediately before the death of the dece- 
dent.” To obtain the advantages of the sec- 
tion, therefore, the transferor must rely on 
conditions presented at that time. Suppose, 
for example, that in 1948 A, aged sixty, 
transferred property in trust, with a life 
estate to his two sons, aged twenty-five and 
thirty, with a remainder to their issue living 





at the death of A, and with a reversionary 
interest in A should B and C and their issue 
predecease him. Suppose, further, that in 
1950 B and C are living and have five chil- 
dren. In 1950 A’s reversionary interest 
would be less than five per cent of the 
property transferred. If, however, B and C 
and all but one of their children predecease 
A, then A’s reversionary interest might ex- 
ceed the five per cent limit and the entire 
property would be included in his estate. 
It is necessary, if tax avoidance is desired, 
to keep a constant check on the conditions 
surrounding each transfer. 


Claims for Refund 


As previously seen, this subsection is ret- 
roactive, applying to estates of decedents 
dying after February 10, 1939. Accordingly, 
even in previously closed estates, a refund 
to estates, coming under the benefits of sub- 
section (2), may be in order. This will. be 
obtained by filing a claim for refund. This 
is provided by Section 7 (c) of Public Law 
378, and is extremely liberal. Even though 
in ordinary circumstances such a claim would 
be barred “by the operation of any law or 
rule of law” other than closing agreements 
or compromises under Sections 3760 and 
3761 of the Code, refund or credit may still 
be obtained if claim therefor is filed within 
one year from the date of enactment of the 
law (October 25, 1949). Accordingly, neither 
the statute of limitations” nor a decision 
of the Tax Court or of any other court 
which has become final® will bar a claim 
for refund if made within one year from the 
enactment of Public Law 378. In the 
Spiegel case the estate may have its taxes 
refunded. 


However, a word of caution should be 
added. Section 7 of Public Law 378 amends 
only Internal Revenue Code Section 811 (c). 
Section 811 (d) of the Code, including in the 
estate of the decedent property included in 
a transfer which was subject at the time of 
the transferor’s death to alteration or amend- 
ment, is not affected. Also subsection (2) 
of Section 811 (c) as amended by Section 7 
of the new act relates only to 811 (c) (1) (C), 





??In making this interpretation, the commit- 
tee uses the analogy of gift tax rulings with 
specific reference to Robinette v. Helvering, 43-1 
ustc f 10,014, 318 U. S. 184 (1943). In that case 
the donor, an unmarried female, transferred 
property in trust with a remainder to her future 
issue on their reaching the age of twenty-one. 
The Court held that the entire property was 
Subject to the gift tax, and that there could 
be no deduction for the donor’s possible re- 
versionary interest since there was no ‘“‘recog- 
nizable method by which it would be possible 
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to determine the value of such contingent re- 
versionary interest.’’ The committee states that 
‘if a reversionary interest . . . would be con- 
sidered to have a value of zero for gift tax 
purposes were it being retained under a trans- 
fer by gift, it is to be similarly valued for the 
purpose of’’ subsection (2). 

39 See Regulations 105, Section 81.17, Ex- 
amples (1) and (3). 

31 Code Section 910. 

32 Code Sections 911, 1140. 
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and interprets merely the naked phrase “in- 
tended to take effect in possession or enjoy- 
ment at or after his death.” Section 811 (c) 
(1) (B), containing the provisions of the 
amended joint resolution of 1931, is also un- 
affected.” It would seem apparent that sub- 
section (2) of the amended Section 811(c) 
will give no relief where the tax had been 
imposed under Section 811(d). Where the 
tax was, or might have been, imposed under 
the provisions of the joint resolution of 1931 
as amended, it would also seem, although 
the question may be closer, that no relief 
is affected by this subsection. 


Transfers After October 7, 1949 


As to transfers after October 7, 1949, sub- 
section (3) of the amended Section 811(c) 
accomplishes two principal objectives de- 
sired by the Conference Committee: first, 
it retains and redeclares the pre-existing rule 
that only when the death of the transferor 
is the operative factor terminating his re- 
versionary interest and conferring the estate 
upon the beneficiary, does the property trans- 
ferred become includible in the estate of the 
transferor under this section; second, it 
repudiates the doctrine of Reinecke v. North- 
ern Trust Company,™ that no tax may be 
levied under this section if the transferor 
parted with all his interest, present and pro- 
spective, in the property.” The words of 
the subsection are, in part, as follows: 


“An interest in property transferred by 
the decedent after October 7, 1949, shall be 
included in his gross estate under paragraph 
(1)(C) of this subsection (whether or not 
the decedent retained any right or interest 
in the property transferred) if and only if— 


“(A) possession or enjoyment of the prop- 
erty can, through the ownership of such 
interest, be obtained only by surviving the 
decedent.” * 


The Conference Committee gives the fol- 
lowing example: A to B for life, with re- 
mainder to the issue of B. No part of the 
property is includible under this provision. 
Although A has a reversionary interest and 


the remainder to B’s unborn children is 
contingent, neither B nor the possible issue 
of B need survive A in order to take 
the property.” Because the inclusion of the 
transferred property in the estate of the 
transferor turns on the test of whether sur- 
viving the transferor is the event which 
vests the estate in the transferee, some inter- 
ests included in an individual transfer may 
be taxable in the estate of the transferor and 
some may not be taxable; and to this ex- 
tent there is a variation from the doctrine of 
Fidelity-Philadelphia Trust Company v. Roth- 
ensies, and Commissioner v. Field Estate.™ 


The Conference Committee illustrates the 
new rule as follows: A in trust, the income 
to be payable to B until five years after the 
transferor’s death, at which time the corpus 
of the trust is to be paid to B. Under such 
a transfer, the committee states, only the 
corpus of the trust would be subject to tax. 
The committee makes no explanation; but 
presumably the theory is that in such a case 
the immediate right to the income is given 
at the time of the transfer and does not 
depend on B’s surviving A, while the right 
to the corpus does depend on such survival.” 


Another question of construction of 
811(c)(3)(A) may also arise. Does the 
“possession or enjoyment of the property” 
through surviving the decedent refer to a 
physical present enjoyment, or does it refer 
to the accrual of the right to such enjoy- 
ment? Suppose A should transfer property 
in trust to be paid to B, his heirs and as- 
signs on A’s death. In such a case B, his 
heirs and assigns will take the property on 
A’s death, whether or not B survives A. 
B himself cannot, however, personally enjoy 
the property unless he survives A. Example 
(3) of the Conference Committee presents 
substantially this case and in the opinion 
of the committee would constitute a taxable 
transfer. As previously stated, for the pur- 
pose of the new section, it would be im- 
material in such a case whether or not A 
had parted with all his interest in the property. 


Another question arises under subsection 
(A) of Section 811(c)(3). Assume a trans- 





3% See Trust Company of Georgia v. Allen, 47-2 
ustc { 10,582, 164 F. (2d) 438 (CCA-5, 1947), im- 
posing a tax under this section. 

* Supra, footnote 4. 

% The Conference Committee expressly states 
that under the new section Reinecke v. North- 
ern Trust Company is no longer applicable. 
By these changes the section assumes the char- 
acter of a succession rather than an estate tax. 

% Clause (A) is a substantial paraphrase of 
Regulations 105, Section 81.17. 

% It would seem, however, that the reversion- 
ary interest of A, if calculable, would be in- 
cluded in his estate under Code Section 811 (a). 
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% See, supra, footnotes 16-17. 

® This seems doubtful. B’s right to the in- 
come after A’s death depends upon B’s surviv- 
ing A. The committee gives another example: 
A in trust, the income to B for life, and on B’s 
death to C, provided that should C predecease B, 
the trust revert to A, if living, but that if A be 
also deceased, the trust go to D. In such a case 
neither the interests of B nor those of C are 
included in A’s estate since survival of A is not 
a condition of their taking. The interest of D, 
however, is included since D must survive A in 
order to take. 
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fer of the type involved in Shukert v. Allen® 
—viz., in 1950, A, aged fifty, transfers property 
in trust, the interest to be accumulated and 
the trust to be paid to B, his heirs and as- 
signs in the year 2000. In such a case the 
great probability is that the property will 
not be transferred to B until after A’s death. 
Would such property be included in A’s 
estate?“ Before this question is answered, 
the following subsection (B) must be con- 
sidered. An interest in property transferred 
is included in the estate of the transferor 
where “under alternative contingencies pro- 
vided by the terms of the transfer, posses- 
sion or enjoyment of the property can, 
through ownership of such interest, be ob- 
tained only by surviving the earlier to occur 
of (i) the decedent’s death or (ii) some 
other event; and such other event did not 
in fact occur during the decedent’s life.” 


The Conference Committee gives this 
illustration: A in trust to accumulate, the 
income and the trust property to be trans- 
ferred to B when he attains the age of thirty, 
or when A dies. In such a case, the com- 
mittee states, unless B in fact reaches thirty 
before A’s death, the property so trans- 
ferred is included in A’s estaté.* Taxability 
thus being provided for transfers when pos- 
session or enjoyment is obtained by “some 
other event” only when the “other event” 
is coupled with a right to take on surviving 
the transferor, it seems clear that the “other 
event” alone would not subject the property 
transferred to the estate tax.“ 


Exception 


An exception is made to subsection (B), 
however, in order to avoid: conflict with 
Section 811(f), relating to powers of ap- 
pointment. A transfer intended to take 
effect in possession or enjoyment on the 
transferor’s death does not occur “if posses- 
sion or enjoyment of the property could 
be obtained by any beneficiary during the 
decedent’s life through the exercise of a 
power of appointment (as defined in Sec- 
tion 811(f)(2)) which in fact was exercis- 
able immediately prior to the decedent’s 
death.” Section 811(f) includes in the es- 

” Supra, footnote 3. 

“If, however, A had reserved an interest in 
such property, or had the right to designate 
the persons who should take the property, the 
entire property would be included in A’s estate 
under Code Section 811 (c) (1) (B), if A dies 
before the designated date. 

“If, of course, B reached thirty before A’s 
death, the transfer would be complete, and no 
estate tax would be due on A’s death. 

* It is, of course, possible that the courts, in 


order to prevent tax avoidance, may hold that 
where it is apparent that the event on which the 
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tate of a decedent all property in respect 
to which he had at his death a power of 
appointment. “Power of appointment” is 
defined, however, to exclude’'a power to ap- 
point within a class consisting of the spouse 
and descendants of either the donor or the 
donee of the power and certain public, 
charitable and religious organizations de- 
fined in Section 812(d). Nor does it include 
a so-called “simply collateral” power—that 
is, a power the possessor of which has no 
interest in the property subject thereto, and 
which cannot be exercised for the benefit of 
the possessor of the power. The possession 
of any other type of power by the decedent 
makes the property subject thereto includ- 
ible in the estate of the possessor of the 
power. 

The purpose of the exception is this, If 
the right of the beneficiary to take the 
property depends upon the exercise of a 
power, and that contingency would subject 
the property to inclusion in the estate of the 
donee of the power under Section 811(f), 
then it is not to be included in the estate 
of the transferor under Section 811(1)(c). 
The Conference Committee gives this ex- 
ample: A in trust to accumulate the income, 
and at A’s death to pay the fund to A’s 
children or their issue, subject, however, to 
an umrestricted power in B to alter or 
amend the trust. Such property would not 
be includible in A’s estate. The apparent 
reason is that in such a case the property 
would be included in B’s estate, for although 
B’s power is simply collateral, it could be 
exercised for B’s own benefit, and the power, 
therefore, would be one of those defined in 
Section 811(f)(2). If, however, the power 
is one not included in the definition of a 
power in Section 811(f)(2)—for example, 
a power in B in the instance above to make 
an immediate distribution of the trust prop- 
erty among such of A’s children and their 
issue as B may select—the property would 
not be included in B’s estate under Section 
811(f). The property would, however, un- 
der Section 811(c)(3)(B), be included in 
A’s estate unless prior to A’s death B had 
exhausted the power by making such a dis- 
tribution. 
right of the beneficiary to take depends must 
occur after the death of the transferor, subsec- 
tion (A) is satisfied. This would seem, however, 
to require a reversal of Shukert v. Allen. 

# A question, however, may arise. Both sub- 
sections (A) and (B) provide that the property 
is included in the estate of the decedent where 
the possession or enjoyment of the property can 
“through the ownership of such interest’? be 
obtained only by surviving the decedent. The 
committee does not state the significance of the 
words in italics. In the last illustration, can it 

(Continued on following page) 
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The foregoing discussion of subsection 
(3) of Section 811(c) makes no attempt to 
catalogue all the types of inter-vivos trans- 
fers which may come within or be excluded 
from the operation of the section. The 
drafters of such instruments should, how- 
ever, keep these factors in mind: (1) Only 
those interests in which the right of the 
beneficiary to take is dependent on his sur- 
viving the transferor are included in the 
estate of the transferor. (2) If condition 
(1) exists, the property is included even 
though the transferor has parted with all 
his interest in the property. (3) If in an 
individual transfer some interests are de- 
pendent on the beneficiary’s surviving the 
transferor and some are not, only the for- 
mer interests are included in the transferor’s 
estate. (4) Attention must be paid to other 
sections of the Code—specifically, Sections 
811(a), 811(c)(1)(B), 811(d) and 811(f). 
The fact that the property transferred may 
not be included under Section 811(c)(3) 
does not mean that it may not be included 
under another section. 


It may be expected that a whole new 
course of Treasury interpretations and court 
decisions must be run before the full mean- 
ing of the new section will authoritatively 
be determined. Also, collaterally involved 
will be a reconsideration of the gift tax un- 
der Chapter 4 of the Code in order to de- 
termine how far the courts will applv the 
doctrine of Estate of Sanford v. Commis- 
sioner® that the estate and gift taxes are 
in pari materia, and that normally, if a tax 
is assessable under the former tax statutes, 
it is not assessable under the latter.“ 


Retention of Life Interest 


Commissioner v. Church Estate," it will be 
recalled, overruled May v. Heiner,* and held 
that property included in a transfer wherein 


(Footnote 44 continued) 
be said that A’s children, the possible appointees 
under the power of B, have any ‘‘ownership’”’ 
in the property? See Restatement of the Law 
of Property (1940), Section 315, comment (a), 
and. Section 338, comment (b). If this cannot 
be said, then the property would not be subject 
to tax either under Section 811 (c) or under 
Section 811 (f). Reliance on such technical rules 
of property law would, however, be dangerous. 

4 39-2 ustc { 9745, 308 U. S. 39 (1939). 

46 Compare Smith v. Shaughnessy, 43-1 vustc 
§ 10,013, 318 U. S. 176 (1943). 

7 Supra, footnote 22. 

4 Supra, footnote 5. 

49 Supra, footnotes 7-8. 

50In the case of decedents affected by the 
Church decision and dying prior to 1950, sub- 
section (c) of Public Law 378 makes no changes 
in the existing provisions of the law as to claims 
for refunds. They will be barred by the statute 
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the transferor reserved a life interest in 
himself with a gift over on his death, even 
though made prior to the Joint Resolution 
of March 3, 1931, and the Act of June 6, 1932,” 
was subject to tax under Section 811(c) of 
the Code. This caused hardship to a trans- 
feror who had the confident expectation that 
the property would not be included in his 
estate on his subsequent death. 


The relief from this situation is afforded 
in an entirely different manner from that in 
the case of transfers affected by the Spiegel 
decision. In this case no change is made 
in the Internal Revenue Code, which retains 
in the new Section 811(c)(1)(B) the lan- 
gcuage of the Joint Resolution of March 3, 
1931, as amended by the Act of June 6, 1932. 


As to decedents dying prior to January 
1, 1950, however, subsection (b) of Section 
(7) provides that this Section 811(c) (1) (B) 
shall not apply to transfers made prior to 
the joint resolution of 1931 or prior to the 
amendatory act of 1932, unless in the latter 
case the transfers would be included under 
the terms of the original joint resolution.” 
As to decedents dying after the close of the 
year 1949, the Conference Committee ex- 
pressly states that the Church decision is 
applicable. As to this class of decedents, 
however, a particular type of relief for a 
limited period is given. Section 8 of 
Public Law 378 gives to transferors who 
have made transfers prior to June 7, 1932, the 
effective date of the act amending the joint 
resolution of 1931, which transfers would not 
have been included in the transferor’s estate 
but for the Church decision, the opportunity 
to assign or relinquish their life interests 
without being subject to a gift tax under 
Chapter IV of the Code, and without hav- 
ing the transfer deemed to have been made 


(Continued on page 234) 


of limitations, by a decision of the Tax Court 
which has become final or by the final decision 
of any other court. Accordingly if in a case 
affected by the Church decision a decision of the 
Tax Court, final under Code Section 1140 of 
the Internal Revenue Code, has been rendered 
prior to the enactment of Public Law 378, no 
refund will be due. 

In this respect a diversity will be noticed in 
the case of estates affected by the Spiegel deci- 
sion. In Fidelity-Philadelphia Trust Company Vv. 
Rothensies, the decedent had reserved a life 
interest to herself with a gift over, dependent on 
the beneficiaries’ surviving the transferor. The 
assessment of the tax in that case was based, 
however, on the fact that the beneficiaries of the 
remainder interest had to survive the transferor 
in order to take. Nevertheless, the language of 
Section 7 (c) of Public Law 378 is such that if 
the transferor retains’ an interest for his life, 
the relief provisions of the section do not apply. 
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SPORADIC INCOME: 
A Solution 


By GEORGE T. ALTMAN and RICHARD L. RYKOFF 
Attorneys, Los Angeles 


NO INEQUITY HAS BEEN SO GROSS WITHOUT BEING RESOLVED 





ITHIN RECENT YEARS the crea- 

tive artist has become more and more 
a lone orphan among taxpayers. The rela- 
tive brevity and sporadic character of his 
productive life, and the long years of wait- 
ing and hoping, or rags, hamburgers and 
rejection slips, of midnight oil but no heat, 
which are suffered and endured before even 
that questionable productivity begins—these 
are his trademark and often his boast, but 
they have found no sympathy in the tax 
collector. 


Other situations of similar character have 
been accorded some relief under the rev- 
enue laws. A taxpayer who holds property 
for investment or speculation and derives 
gains from the sale of such property has 
throughout the years been allowed a low, 
flat rate on such gains, known as “capital 
gains,” largely on the theory that they ac- 
crued over the entire period of holding. But 
the creative artist, despite similar long 
periods of waiting, albeit not often with the 
specific product sold, has not been very 
successful in bringing his creations within 
that category. If he sells an interest in his 
product, such as the United States rights in 
a story, he is receiving royalties, not gain on 
a sale.’ If he sells the entire product—lock, 
stock and barrel—he is, in the usual case, 


1 Commissioner v. Wodehouse, 49-1 ustc J 9310, 
69 S. Ct. 1120. This case involved the ques- 
tion whether the receipts were taxable to a 
nonresident alien as royalties under the special 
terms of Code Section 119 (a) (4). The case, 
however, will probably be given general ap- 
Plication. 


Sporadic Income 


selling property held for sale to customers 
in the ordinary course of his trade or busi- 
ness. In that event, also, he has ordinary 
income, not capital gain.? Attempts have 
been made to accomplish capital-gain classi- 
fication through the use of a corporate in- 
termediary. But it is not often possible for 
the creative artist to carry out such a process 
to the satisfaction of the Treasury Department. 


Again, a taxpayer who discovers oil or 
minerals and sells the property, or any in- 
terest in it, has always had the surtax on 
the gain limited in any event to thirty per 
cent of the selling price. The purpose of 
the limitation was given by the Senate 
Finance Committee as follows: 


“The prospector for . . . oil and gas fre- 
quently spends many years and much money 
in fruitless search. When he does locate a 
productive property and comes to settle, it 
seems unwise and unfair that his profit be 
taxed at the maximum rate as if it were 
ordinary income attributable to the normal 
activities of a single year.” * 


The creative artist is in the same position. 
He is in many senses a prospector for ideas 
and forms. In any event he, too, must 
ordinarily accept a long period of fruitless 
effort and struggle. Then, after he has 


2See Schulman, “‘The Artist and His Tax 
Burden,’’ TAxES—The Tax Magazine, February, 
1949, p. 101. 

3 Code Section 105. 

As quoted in Swartz, ‘‘Authors and the 
Federal Income Tax,’’ TAxES—The Tax Maga- 
zine, January, 1948, p. 51. 
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finally found a market for his works, or his 
works have risen to a marketable level, the 
fruits are sporadic, at least as far as the 
larger amounts are concerned. In conse- 
quence, the income results of many years of 
effort and labor are piled up into the brackets 
of a single year. Yet for him there is no 
corresponding relief under the tax laws. 


Not that fluctuation of income is unknown 
to other classes of taxpayers. Generally, 
however, that fluctuation is hinged to the 
rise and fall of the national income level. 
Relatively, that fluctuation is modest; it is 
wholly out of class with the delayed and 
sporadic character of the income of the 
artist. A painter may sell a picture or two 
this year, none the next, and every once in 
a while he may hit the jackpot with a par- 
ticularly fortunate sale or series of sales in 
one year. Or, in the steadily shifting scenes 
of the motion-picture industry, a writer may 
have a contract for twenty weeks in one 
year, nothing the next, and then he may sell 
an “original” for a substantial price. The 
following income figures from the files of 
the Screen Writers Guild illustrate the point, 
and similar figures are undoubtedly obtain- 
able from all fields among artists: 


Individual 1949 1948 1947 
A «$ 0 $60,000 $ 6,250 
B 7,200 0 0 
C 3,350 1,500 45,000 
D 0 0 60,000 
E 0 12,500 0 
F 60,000 0 40,000 
G 2,400 0 3,800 


Of course, under the present Code, the 
full ordinary-income rate is applicable in the 
year of payment. Thus, the artist with one 
good year in three must surrender the lion’s 
share in taxes, while the following or pre- 
ceding few or many years are spent in 
struggle for that one “good” year. 


Limitations 
in Code Sections 107(a), (b) 


Sections 107 (a) and (b) of the Code are 
no answer to this problem except in a very 
few instances. Under those sections relief is 
available only where the particular work 
was done over a period of thirty-six months 
or more. Where the income is compensa- 
tion for personal services, such services must 
have been rendered over a period of thirty- 
six months or more. Where the income is 
that derived from an artistic composition or 
product of the taxpayer, then the taxpayer’s 
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work in composing or producing it must 
have covered a period of thirty-six months 
or more. In the one case, the period must 
relate to the particular services for which 
the compensation is paid; in the other, it 
must relate to the particular artistic product 
from which the income involved is derived. 


It is the rare case, however, in which such 
a period is involved. A writer, for example, 
may go from one idea to another, developing 
and shaping each into a story, working 
months or years on one and only weeks or 
days on another. Eventually he winds up 
with a story that makes the big time, and 
lo, and behold! that particular story took 
him only a week to write. The ideas may in 
part come out of other stories he has written, 
but he cannot trace them’ with sufficient 
clarity to satisfy the Treasury Department. 
Be it story, painting, song or other artistic 
work, the particular work which turned out 
to be an income gusher may have taken only 
a few weeks to produce. The months and 
years of toil which preceded it may be 
brushed aside as experience. 


The only solution is to generalize the in- 
come. Simplicity and justice also require 
that the relief be extended to income from 
personal services of any class. Such a pro- 
vision could read somewhat as follows: 


“If the adjusted gross income of the tax- 
payer for the taxable year (referred to in 
this subsection as the current year) is at 
least eighty per cent of the aggregate ad- 
justed gross income for any three consecu- 
tive taxable years including the current year, 
and at least eighty per cent of such adjusted 
gross income for the current year is at- 
tributable to personal services, or to income 
or gains derived from property which is a 
product wholly of the personal efforts or 
labor of the taxpayer, then in that event the 
tax for the current year shall be limited to 
an amount computed as follows: 


“(a) Divide the aggregate adjusted gross 
income for such three consecutive taxable 
years by three; 


“(b) Determine the tax for each of such 
years by using the amount so computed as 
the adjusted gross income with all other 
factors unchanged; 


“(c) Add together the increases resulting 
from such computation in the taxes for the 
two taxable years other than the current 
year; and 

“(d) Add such amount to the tax so com- 
puted for the current year. 

(Continued on page 234) 











Lal 


en aw OY 


eaas<e aA Tee 


Oss 
ble 


uch 
| as 
her 


ting 
the 


rent 


om- 


234) 





BARRED ESTATE TAX REFUNDS 


By WILLIAM K. STEVENS — — — 


— — Attorney, Chicago, Illinois 


THE TECHNICAL CHANGES LAW REQUIRES A CLOSE LOOK FOR THE 
EFFECT OF CLOSING AGREEMENTS AND COMPROMISES ON ESTATE 


TAX REFUNDS — — — — — — 





AN ATTORNEY concerned with the prob- 
lems of refunds under the retroactive 
provisions of H. R. 5268, the Technical 
Changes Act of 1949, would find it worth 
while to scrutinize the express terms of 
the refund provisions contained in that act 
in relation to the current law on closing 
agreements and compromises. 


The act itself attempts to correct three 
estate tax inequities of the past. First, it 
exempts from the additional estate tax the 
estates of members of the armed forces who 
died on or after December 7, 1941, and be- 
fore January 1, 1947. Second, it provides 
for the exemption of transfers made prior 
to March 4, 1931, and in certain cases trans- 
fers made prior to June 7, 1932, where the 
only interest retained was a life interest. 
Third, it provides for the exemption of 
transfers where the only interest retained 
was an express reversionary interest valued 
at less than five per cent of the value of the 
transfer. In the second and third cases, the 
act is applicable with respect to the estates 
of persons dying after February 10, 1939. 


The act has different provisions affecting « 


refunds in each situation. Refunds of addi- 
tional estate tax for certain members of 
the armed forces prevented by “operation of 
any law or rule of law (other than section 
3761 of the Internal Revenue Code, relating 
to compromises)” may nevertheless be made 
if claims are filed within one year from 
October 25, 1949. As to refunds in the case 
of transfers with a reversionary interest re- 
tained, those prevented by “operation of any 
law or rule of law (other than section 3760 
of the Internal Revenue Code, relating to 
closing agreements, and other than section 
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3761 of such Code, relating to compromises)” 
may be allowed if claims are filed within 
the same period. It is especially provided 
that this waiver does not apply to refunds 
where a life interest is retained. 


In any one of the three situations a re- 
fund may be barred by a compromise. In 
the case of a transfer with a life or rever- 
sionary interest retained, a closing agreement 
is said to be a bar. However, before con- 
cluding that a refund is barred because of a 
closing agreement or compromise, it would 
be wise to make sure that the settlement 
actually meets the tests of Section 3760 or 
Section 3761. In the final analysis, does the 
settlement qualify as a closing agreement or 
compromise? 


Closing Agreements 


Section 3760 of the Internal Revenue Code 
authorizes the Commissioner or any other 
officer or employee of the Bureau of In- 
ternal Revenue to enter into a written agree- 
ment with any person relating to that 
person’s tax liability or to the liability of the 
estate for which he is acting. Such agree- 
ments are final and conclusive if approved 
by the Secretary or an Assistant Secretary 
of the Treasury, within such time as agreed 
upon, unless fraud, malfeasance or misrepre- 
sentation of fact is shown. In practice, Form 
866 is used where the agreement is designed 
to cover the total liability of a taxpayer for 
a definite tax period. This form is often 
used where an executor desires a final clos- 
ing agreement in order to be discharged by 
the court. Form 906 is used where the clos- 
ing agreement is concerned with a specific 
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matter rather than with the total liability of 
the taxpayer. It is customary to file a waiver 
of restrictions on assessment and collection 
(Form 870) with Form 906. 


A closing agreement is a statutory matter, 
and its effectiveness depends exclusively 
upon whether or not it conforms to the re- 
quirements of Section 3760. 


Leading Case 


The leading case on this subject is Botany 
Worsted Mills v. U. S2 wherein the Supreme 
Court pointed out that no settlement was 
conclusive unless it had been executed and 
approved in accordance with the statute. 
The Court held that the informal settle- 
ment in the case before it did not constitute 
a binding agreement under the old Section 
3229 of the Revised Statutes. The Court said: 


“We think that Congress intended by the 
statute to prescribe the exclusive method by 
which tax cases could be compromised, re- 
quiring therefor the concurrence of the 
Commissioner and the Secretary, and pre- 
scribing the formality with which, as a mat- 
ter of public concern, it should be attested 
in the files of the Commissioner’s office; and 
did not intend to intrust the final settlement 
of such matters to the informal action of 
subordinate officials in the Bureau. When a 
statute limits a thing to be done in a par- 
ticular mode, it includes the negative of 
any other mode.” 


This literal application of the language 
of the statute has been subsequently fol- 
lowed, although it has been expanded slightly 
in such cases as Perry v. Page,’ in which the 
court held that a closing agreement ap- 
proved by the acting Secretary was valid, 
and Semmes v. U. S.,? in which an agreement 
signed in behalf of the Acting Commissioner 
by a duly authorized administrative assist- 
ant and approved by the Assistant Secretary 
of the Treasury was valid. Throughout the 
cases it is the question of compliance with 
the technical requirements of the statute 
which determines whether or not a closing 
agreement is binding. For example, in Mon- 
jar v. Higgins; the taxpayer brought suit 
for refund after having signed a waiver of 
restrictions on assessment and collection. 
The waiver was found not to be a closing 
agreement in accordance with Section 3760 
and no bar to the claim. 


11 ustc J 348, 278 U. S. 282 (1929). 

23 ustc 91171, 67 F. (2d) 635 (CCA-1, 1933). 

31934 CCH { 9129, 6 F. Supp. 119 (Ct. Cls., 
1934). 

441-2 ustc { 9491, 39 F. Supp. 633 (DC N. Y., 
1941). 
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In Joyce v. Gentsch’ the taxpayer agreed 
to settle a proposed 1934 income tax defi- 
ciency of $224,187.91 for $50,822.30 and exe- 
cuted a waiver of restrictions (Form 870), 
to which were added provisions to the effect 
that the taxpayer would not file any claim 
for refund as to the tax year in question 
and would, upon request of the Commis- 
sioner, execute at any time a final closing 
agreement as to the tax liability for 1934. 
Subsequently the Deputy Commissioner ad- 
vised the taxpayer of acceptance of the pro- 
posed settlement, and the taxpayer paid the 
agreed amount with interest. A little less 
than two years later the taxpayer file:l 
a claim for refund based upon the total loss 
of certain stock alleged to have become 
worthless in 1934. Upon rejection of the 
claim, suit was brought against the collector. 
The court pointed out that since the waiver 
had not been approved or accepted as a 
closing agreement or compromise in ac- 
cordance with the statute, it was not binding 
on either the government or the taxpayer, 
and held that it was not a bar to the refund. 

Similarly, in Charles S. Payson v. Commis- 
sioner, a waiver of restrictions on assess- 
ment and collection was held not to preclude 
the assertion of a second deficiency since 
it was not a final closing agreement. 

Thus, an agreement which does not con- 
form to the express provisions of the statute 
is not really a closing agreement. Conversely, 
one which does so conform is binding whether 
or not there is consideration or the other ele- 
ments of a valid contract. For example, in 
Perry v. Page, the court stated that the effect 
of a closing agreement depends on the stat- 
ute and requires no consideration. 


Compromises 


Section 3761 authorizes the Commissioner, 
with the approval of the Secretary, Under 
Secretary or an Assistant Secretary of the 
Treasury, to compromise any civil or crim- 
inal tax case prior to reference to the De- 
partment of Justice for prosecution or defense. 
The Attorney General may compromise any 
such case after it has been so referred. 


As contrasted with a closing agreement, a 
compromise has been treated by the courts 
as a contract subject to scrutiny and con- 
struction. In Big Diamond Mills Company v. 
U. S.," the court pointed out that a tax com- 
promise may be construed as to its meaning, 


5 44-1 ustc {| 9277, 141 F. (2d) 891 (CCA-6, 1944). 

648-1 ustc { 9196, 166 F. (2d) 1008 (CCA-2, 
1948). 

™2 ustc { 791, 51 F. (2d) 721 (CCA-8, 1931). 
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validity and consideration, in view of the 
language used and the circumstances sur- 
rounding its making. As a contract, it re- 
quires, among other things, parties capable 
of making, and authorized to make, the con- 
tract. It requires a subject matter and a 


consideration. In the Big Diamond Mills case © 


the court said that a claim for refund was 
not barred, even though a compromise had 
been duly executed by the taxpayer and the 
Commissioner and accepted by the Secre- 
tary of the Treasury, where there was no 
consideration. The tax itself was based upon 
the Commissioner’s application of a particu- 
lar section of the Code retroactively. The 
court stated that this was an ‘erroneous 
assessment, and that consequently consider- 
ation was absent. 


Such an agreement was also set aside in 
Cloister Printing Company v. U. S.,2 where 
the agreement had been made upon a mutual 
mistake of law. In Jones v. First National 
Building Corporation, a compromise agree- 
ment for the income tax for the years 1934 
to 1940, based upon the settlement of a case 
in which the issue was the proper rate of 
depreciation for the taxpayer’s property, was 
held not to be a compromise of the taxpay- 
er’s surtax liability on undistributed profits 
for 1936, 1937 and 1940, and consequently 
not a bar to a refund on that question. At 
times, however, the courts have applied the 
principles of estoppel to such compromises 
—for example, in Reynolds v. Gnichtel,® 
where the taxpayer was held to be barred after 
he had accepted an offer to compromise a suit. 


Although the principles of contract law 
are applied to compromises, there is also the 
requirement of strict compliance with the 
provisions of Section 3761. Note that this 
section applies to the compromise of a case, 
and that the approval of the proper Treas- 
ury official is required. In Leach v. Nichols” 
the executor filed an “estate tax deposition” 
in which he stated that as a result of a hear- 
ing held in the office of the internal revenue 
agent in charge, he accepted “as taxable 
property in the estate and at the values 
recommended all the certain contested items 
in the estate as indicated.” Subsequently 
the executor filed a claim for refund. The 
court held that the alleged agreement was 
no bar “because it was not assented to by 
the Secretary of the Treasury as required 


8 38-2 ustc { 9603, 100 F. 
1938). 

946-1 ustc {§ 9270, 155 F. 
1946). 

10 1932 CCH { 9530, 1 F. Supp. 606 (DC N. J., 
1932). 


(2d) 355 (CCA-2, 
(2d) 815 (CCA-10, 


111 ustc § 269, 23 F. (2d) 275 (CCA-1, 1927). 
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by that section” and no other compromise 
is authorized by the act.” 


Commissioner’s Compromise Power 


Note also that it is the Commissioner who 
has the power to compromise. Thus, in 
Hughson v, U. S..* the taxpayer claimed that 
when the collector accepted a check in full 
settlement of the claims of the government 
against him, a compromise had been reached. 
The court held that there was no compro- 
mise since the collector had no authority to 
compromise the claim against the taxpayer. 
In the recent case of Bank of New York v. 
U. S.,% an executor filed a claim for refund 
although a compromise agreement had been 
entered into with the Deputy Commissioner 
in regard to the inclusion of certain transfers 
made by the decedent. After claim for re- 
fund had been filed, the compromise agree- 
ment was endorsed by the Commissioner 
and approved by the Acting Secretary of 
the Treasury. The court held that a suit for 
refund was not barred, and that the agree- 
ment was not a final settlement, because at 
the time the claim was filed it had not been 
signed by the Commissioner or by his des- 
ignate or approved by the Secretary or Under 
Secretary of the Treasury in accordance with 
the statute. This is in accord with Davidson 
v. U. S*® In that case an offer of compro- 
mise was held to be withdrawn effectively 
where a claim for refund was filed and suit 
started before the Acting Secretary of the 
Treasury had approved the offer. 


Conclusion 


In most cases in which a transfer has 
been taxed because of a retained reversion- 
ary interest or a retained income interest, 
there have been, to put it mildly, differences 
of opinion concerning the includibility of the 
transfer in the gross estate of a decedent. 
Such differences may have been resolved in 
any one of a number of ways. 


It is suggested that in such cases the at- 
torney review the manner of the settlement 
with the utmost care to ascertain whether, 
in the light of the current law regarding clos- 
ing agreements and compromises, a claim 
for refund is actually barred. Was the agree- 
ment a statutory closing agreement executed 
by the proper parties and approved by the 


22 Section 3229 of the Revised Statutes; 26 
USCA Section 158. 

18 1932 CCH {| 9298, 59 F. (2d) 17 (CCA-9, 1932). 

14 48-2 ustc {§ 10,636, 170 F. (2d) 20 (CCA-3, 
1948). 

16 45-1 ustc { 10,173, 58 F. Supp. 481 (DC Wis., 
1945). 
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proper officials? Was it a comprornise agree- 
ment? If so, were there proper capacity, 
mutuality and subject matter, and did the 
subject matter include the transfer now in 
question? Was the compromise executed 
and approved in compliance with Section 
3761? If the refund sought is for the estate 
of a member of the armed forces under the 


“The amount so resulting shall be the tax 
for the current year, not to exceed the 
amount computed without the benefit of this 
subsection. In the event a computation 
under this subsection results in a refund for 
the current year, no interest shall be paid 
on the amount of such refund.” 


Annualization? 
Rarely! 


Adjustment can be made by means of 
annualization if a year other than the cur- 
rent one is a year of less than twelve months. 








in contemplation of death under Section 
811(c)(1)(A) of the amended Code.” The 
limited extent of the relief afforded is clear. 
Living transferors affected by the Church 

51 This privilege is not given, however, if thé 


property transferred would be included in the 
transferor’s estate under Code Section 811 (d) 





new Section 939, note that a compromise 
pursuant to Section 3761 may be a bar to 
a refund, but that a closing agreement pur- 
suant to Section 3760 is not. These are a 
few of the questions which the attorney must 
answer before advising his client that a 
refund is or is not in order. [The End] 
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That, however, would indeed be a rare 
occurrence. 


With a provision such as illustrated above 
there could be no complaint that here was 
not relief but a gift to a special group. The 
provision would be applicable to delayed or 
sporadic income attributable to any class of 
personal labor or efforts. The cost to the 
revenue would be slight. While instances 
of such income are many, the aggregate in 
dollars is not great. No other inequity has 
been so gross without ever having been 
resolved. [The End] 





TRANSFERS TO TAKE EFFECT IN POSSESSION OR ENJOYMENT 
ON DEATH—Continued from page 228 


decision must, if they wish to avoid federal 
estate taxes, transfer or release their re- 
tained life interests prior to the close of the 
calendar year 1950. [The End] 


(transfers subject to revocation, alteration or 
amendment). 





“THOSE WHO EXPECT TO REAP THE BLESSINGS OF 
FREEDOM MUST LIKE MEN UNDERGO THE FATIGUE OF 
SUPPORTING IT.”—Thomas Paine. 
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POSTPONING TO 1949 THE TAX ON PRE-1931 TRUSTS COULD HAVE BEEN 


PREVENTED BY LEGISLATION IN 1940 


TAX LEGISLATION 





and Treasury Policy 


By HOWARD A. GOLIEB 
Attorney 
New York City 





NOTE: Since this article was written, 
the Technical Changes Act of 1949 has 
amended Section 811 (c) of the Code. (See 
CCH Federal Estate and Gift Tax Re- 
ports, Paragraphs 1445-1470.) Congres- 
sional action has finally clarified the law. 


HE Supreme Court’s decisions recently 

handed down in the Church’ and Spiegel? 
cases emphasize a basic weakness in our fed- 
eral tax structure. In many instances,’ no one, 
including the Treasury Department, the 
agency set up to administer the law, can 
state with assurance what the law is. While 
it is true that our tax structure is so com- 
plicated that it would be difficult under ideal 
circumstances to resolve all tax questions, the 
Treasury Department, although in the main 


1Commissioner v. Church Estate, 49-1 ‘ustc 
| 10,702, 69 S. Ct. 322. 

2 Spiegel Estate v. Commissioner, 49-1 vustc 
f| 10,703, 69 S. Ct. 301. 

3’Cf. Rasquin v. Humphreys, 39-2 ustc { 9746, 
308 U. S. 54; Sanford v. Commissioner, 39-2 ustc 
1 9745, 308 U. S. 39; Robinette v. Helvering, 43-1 
ustc § 10,014, 318 U. S. 184 and Smith v. Shaugh- 
nessy, 43-1 ustc {§ 10,013, 318 U. S.,176. 

4*Cf. Helvering v. Clifford, 40-1 ustc {§ 9265, 
309 U. S. 331 and Code Sections 166, 167 with 
Regulations 111; cf. Code Section 812 (c) and 
Regulations 105, Section 81.41 (a) (4) (deduction 
of the value of transfers previously taxed); see 
also Code Section 811 (g) (2) and Regulations 
105, Section 81.27 (a). (This section of the Code 
has been variously drawn and interpreted. Orig- 
inally the test of taxability of insurance proceeds 
to the insured’s estate was whether the insured 
paid the premiums. The test shifted to whether 
the insured had any incidents of ownership in 
the insurance policy. Section 404 (a) of the 
Revenue Act of 1942 effected a complete revision, 
making both tests applicable. See Section 302 
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a good administrator, on occasion unneces- 
sarily beclouds and further complicates 
issues by failing to follow strictly in its regula- 
tions‘ and collection policies® the pertinent 
federal statute and court decisions and some- 
times by failing to obtain clarifying legislation 
of doubtful questions.° 


It has been necessary to grant broad powers 
to administrative agencies. The Treasury, 
of all such agencies, best exercises these 
powers. Nevertheless, a more consistent, 
better-unified tax structure will grow out of 
a better balance between the Treasury’s 
exercise of its power to influence and change 
tax law and Treasury application to Congress 
for statutory reforms. 


The department does, of course, seek Con- 
gressional action. It also resorts to the courts 


(g), Revenue Act of 1926.) Cf. Code Section 
812 (e) with Regulations 105, Section 81.47 
(a), (c). 

5 The doctrine of Commissioner v. Court Hold- 
ing Company, 45-1 ustc { 9215, 324 U. S. 331, 
like the Clifford doctrine, has been extended 
beyond its normal scope; cf. Guinness v. U. S8., 
47-2 ustc { 9319, 73 F. Supp. 119 (Ct. Cls.) and 
dissenting opinion of Littleton, J. at p. 135. See 
also Helvering v. Reybine, 36-1 ustc { 9220, 83 
F. (2d) 215 (CCA-2), holding where wife used 
income from a trust created by her husband to 
pay life insurance premiums, that the payments 
were not indirect ones of decedent husband. 
The result would probably be contrary today. 
Cf. Cronin Estate v. Commissioner, 47-2 vustc 
10,587, 164 F. (2d) 561 (CCA-6), rev’g 7 TC 
1403; Vanderlip v. Commissioner, 46-1 vustc 
7 10,267, 155 F. (2d) 152 (CCA-2), cert. den. 
329 U. S. 728 (1946); Estate of Garrett, 8 TC 
492 (1947); cf. Estate of Ruthrauff, 9 TC 418 
(1947). 

6 Supra, footnote 3; infra, footnote 10. 















to obtain judicial legislation. This is often 
unfortunate‘ in that decisions at times con- 
flict, and that on other occasions the lan- 
guage used by the courts may be applied 
indiscriminately to totally dissimilar facts 
and circumstances.* When this occurs it is 
impossible to confidently foretell what the law 
will be in a given situation.® 


The taxpayer and tax counsel are entitled 
to have as clear a picture as the circum- 
stances warrant of what the tax conse- 
quences of the taxpayer’s conduct will be.” 
But under a system whereby the Treasury 
avails itself of the right to limit unfavorable 
decisions, expand favorable rulings and re- 
verse “unfortunate” cases through court 
action rather than legislative correction, the 
law will remain unsettled.” 


The facts and circumstances surrounding 
the Church and Spiegel cases afford good illus- 
trations of the problem. In the Church case, 
a twenty-one-year-old bachelor in 1924 set 
up a trust consisting of corporate securities, 
tiaming himself»and two brothers as trus- 
tees. The settlor reserved to himself the 
income for life. Upon his death the trust 
was to terminate and the corpus was to be 
distributed to his issue then surviving; on 
failure of issue the corpus was to be paid 
in equal shares to his three surviving brothers 
and sister, with any child or children of a 
deceased brother or sister to take the share 
which the parent would have been entitled 
to take if living. The trust made no pro- 
vision for the disposal of the corpus in the 
event that all of the beneficiaries prede- 
ceased the settlor. 


In the Spiegel case the trust instrument, 
executed in 1920, provided that during the 
settlor’s life the trust income was to be paid 
to his three children; if any of the children 
- were to die before the settlor, the child’s 
issue, if any, was to receive his share, other- 
wise it was to go to the settlor’s other chil- 
dren. The trust was to terminate upon the 


. 





settlor’s death, and the corpus was to be 
distributed in the same manner. The set- 
tlor and another were the trustees. No pro- 
vision was made for the distribution of the 
corpus-and its accumulated income should 
the settlor survive his children and grand- 
children. At his death the three children 
who were living when the trust was created 
survived. In addition three grandchildren 
survived the settlor. The revenue act in 
force at the time of the creation of the trusts, 
and all acts subsequent thereto, require for 
estate tax purposes the inclusion in a dece- 
dent’s gross estate of the value of the prop- 
erty the decedent transferred by trust during 
his lifetime in contemplation of, or intended to 
take effect in possession or enjoyment at or 
after, his death.” 


Review of Prior Law 


The only issue in these two cases was 
whether the corpus of the trusts set up by 
the decedents should be included in their 
estates. A brief review of prior law is neces- 
sary as a background to the action taken by 
the Supreme Court and the Treasury De- 
partment in the cases. 


In 1930, in May v. Heiner™ the Supreme 
Court overruled earlier cases and held that 
the retention of a life estate by the settlor of 
a trust did not operate so as to force the 
inclusion of the value of the trust corpus in 
the settlor’s estate. On March 2, 1931, the 
Supreme Court rendered three per curiam 
decisions * following May v. Heiner. 


“From the first estate tax law in 1916 until 
May v. Heiner . . . trust transfers which were 
designed to distribute the corpus at the 
settlor’s death and which reserved a life in- 
come to the settlor had always been treated 
by the Treasury Department as transfers 
‘intended to take effect in possession or en- 
joyment at... his death’.”* Hence, on 
March 3, 1931, the Secretary of the Treasury, 
following approved procedure, wrote the 





7 Spiegel Estate v. Commissioner, supra, foot- 
note 2, at p. 354, note 14 (dissenting opinion 
of Frankfurter, J.); Commissioner v. Church 
Estate, supra, footnote 1, at pp. 335-336 (dis- 
senting opinion of Burton, J.). 

8 Infra, footnote 25; see also ‘‘A flood of liti- 
gation can be avoided only if the Treasury or 
Congress steps in with remedial regulations or 
legislation.’’ Charles Looker, ‘‘Estate Taxation 
of Living Trusts: The Church and Spiegel De- 
cisions,’’ 49 Columbia Law Review 437 (1949). 

® This practice raises difficulties not only for 
taxpayers and their counsel but also for the 
members of the Treasury Department who are 
charged with the administration of the tax laws. 

10 Helvering v. Hallock, 40-1 ustc { 9208, 309 
U. S. 106, at p. 132 (1940) (dissenting opinion 
of Roberts, J.). 


11 Supra, footnote 8. 

122 Revenue Act of 1916, Section 202 (b), 39 
Stat. 777; Revenue Act of 1918, Section 402 (c), 
40 Stat. 1097; Revenue Act of 1921, Section 402 
(c), 42 Stat. 278; Revenue Act of 1924, Section 
302 (c), 43 Stat. 304; Revenue Act of 1926, Sec- 
tion 302 (c), 44 Stat. 70, amended by Joint 
Resolution of March 3, 1931, 46 Stat. 1516; Reve- 
nue Act of 1932, Section 803 (a), 47 Stat. 279; 
Code Section 811 (c), 26 USCA. 

13 2 ustc ff 519, 281 U. S. 238 (1930). 

144 Burnet v. Northern Trust Company, 283 U. S. 
782 (1931); Morsman v. Burnet, 283 U. S. 783 
(1931); McCormick v. Burnet, 283 U. S. 784 
(1931). 

1% Supra, footnote 1, at p. 326. 
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Speaker of the House urging corrective ac- 
tion. The same day both Houses passed and 
the President signed a joint resolution 
which specifically included a transfer in 
trust or otherwise, under which “the trans- 
feror has retained for his life or any period 
not ending before his death (1) the posses- 
sion or enjoyment of, or the income from, 
the property or (2) the right to designate 
the persons who shall possess or enjoy the 
property or the income therefrom” ”* as an 
interest within the taxing statute.” In 1938 
the Supreme Court” held that neither the 
Congressional resolution nor its later inclu- 
sion in the Revenue Act of 1932 was intended 
to apply to trusts created before its passage.” 


In 1940, in Helvering v. Hallock,” the Su- 
preme Court was called upon to decide 
whether a transfer in trust was includible in 
a settlor’s estate, where the settlor’s death 
brought into being a larger estate for the 
beneficiary. The Court ruled that it was, 
holding that the settlor had retained a rever- 
sionary interest in the corpus of the trust, 
terminable at his death.” 


With this brief resumé we come to the 
Church and Spiegel cases. First, it should 
be noted that the Treasury did not seek 
the reversal of May v. Heiner until the Su- 
preme Court ordered reargument of the 
two cases.” The Commissioner’s argument 
when the Church case originally came before 


16 46 Stat. 1516. 

17 Supra, footnote 16. 

18 Hassett v. Welch, Helvering v. Marshall, 
38-1 ustc {| 9140, 303 U. S. 303. 

1% ‘‘We did not make it [the joint resolution] 
retroactive for the reason that we were afraid 
that the Senate would not agree to it. But I 
do hope that when this matter is considered in 
the Seventy-second Congress we may be able to 
pass a bill that will make it retroactive.’’ 74 
Congressional Record 7199 (1931). 

20 Supra, footnote 10. 

21[In Fidelity-Philadelphia Trust Company v. 
Rothensies, 45-1 ustc { 10,168, 324 U. S. 108, 
the settlor set up a life estate for himself, to 
go upon his death to his two daughters for life, 
with the remainder to their issue, or if no issue 
the remainder to go as the settlor might provide 
by will. In Commissioner v. Field, 45-1 vustc 
{ 10,169, 324 U. S. 113, the settlor reserved a 
reverter if he survived his nieces. Both of these 
cases were held for the government under the 
Hallock doctrine. On May 1, 1946, the Treasury 
issued regulations including the value of a trust 
corpus where the settlor retained, by operation 
of law, a reverter. Regulations 105, Section 81.17 
(1946). See footnote 23, infra. The Treasury 
still differentiated the pre-1931 May v. Heiner 
trust. (Regulations 105, Section 81.18 (1938).) 

2 Supra, footnote 7, at p. 349 (Supreme Court 
Journal (October, 1947 Term), p. 297). 

23 ‘*A transfer of an interest .. . is includible 
in his gross estate, if (1) possession or enjoy- 
ment of the transferred interest can be obtained 
only by beneficiaries who must survive the dece- 
dent and (2) the decedent or his estate possesses 
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the Supreme Court was that the value of 
the trust was to be included in the dece- 
dent’s estate under Section 81.17 of the 
Treasury Regulations, adopted in 1946.” :In 
other words, the Treasury was seeking to 
limit the effect and application of May. v. 
Heiner by the Hallock doctrine as extended 
by the Fidelity-Philadelphia, Field and Gold- 
stone * cases. 


Reargument 
of Church and Spiegel Cases 


The Supreme Court granted certiorari. in 
the Church and Spiegel cases because of the 
inconsistent rulings in the Seventh and Third 
Circuits * and because of the difficulty the 
lower courts were having in resolving the 
prior Supreme Court rulings. On June 
21, 1948, the Supreme Court on its own 
motion ordered reargument of the Church 
and Spiegel cases and at this time requested 
counsel to consider along @ith eight other 
questions the validity of May v. Heiner.” 


The Supreme Court rendered its decisions 
in the Church and Spiegel cases on January 
17, 1949, and reversed * May v. Heiner which 
had stood as established law since 1930. The 
majority stated that May v. Heiner had been 
previously reversed by the Hallock ruling, 
as the “holdings and opinions are irrecon- 





any right or interest in the property (whether 
arising by the express terms of the instrument 
of transfer or otherwise).’’ Regulations 105, 
Section 81.17 (1946). 

2+In Goldstone v. U. S., 45-2 ustc { 10,209, 325 
U. S. 687, the decedent took out a life insurance 
policy and an annuity policy. His wife was 
the beneficiary of the insurance. If she prede- 
ceased the insured, his daughters were to obtain 
the proceeds unless they, too, predeceased him. 
In that event the proceeds would go to his estate. 
The annuity policy was subject to the same 
conditions of survivorship. Payments went to 
the decedent for life. The wife had, under both 
policies, the right to obtain cash-surrender value, 
assign or borrow thereupon. In fact, she did 
none of these things. It was held that the pro- 
ceeds were included in decedent’s gross estate. 

2% Commissioner v. Church Estate, 47-1 ustc 
7 10,549, 161 F. (2d) 11 (CCA-3); Spiegel Estate 
v. Commissioner, 47-1 ustc § 10,531, 159 F. (2d) 
257 (CCA-7, 1946). 

2% Spiegel Estate v. Commissioner, supra, foot- 
note 2, at pp. 337, 354 (dissenting opinion of 
Frankfurter, J.); Commissioner v. Hall Estate, 
46-1 ustc J 10,253, 153 F. (2d) 172 (CCA-2); Hel- 
vering v. Proctor, 44-1 ustc { 10,085, 140 F. (2d) 
87 (CCA-2); cf. Thomas v. Graham, 47-1 ustc 
10,526, 158 F. (2d) 561 (CCA-5); Beach v. 
Busey, 46-2 vustc {§ 10,502, 156 F. (2d) 496 
(CCA-6); Commissioner v. Bayne, 46-1 vustc 
10,272, 155 F. (2d) 475 (CCA-2); Commissioner 
v. Bank of California, 46-1 ustc § 10,263, 155 F. 
(2d) 1 (CCA-9). 

27 Supreme Court Journal, footnote 22, supra. 

23 Supra, footnote 1, at p. 325. 
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cilable.” * Mr. Justice Frankfurter disagreed 
with that conclusion and said that “the 
reach of the Church case ... extends far be- 
yond the proper construction of the tax 
statute,” and the Spiegel decision can be 
brought under the Hallock ruling “only by a 
disregard of the vital differences between the 
cases.” * 

We are not concerned here with the prob- 
lem of stare decisis which was before the 
Supreme Court. Suffice it to say that had 
the Treasury obtained clarifying legislation, 
at least after the Hallock case,” that prob- 
lem would not have been before the Court, 
and taxpayers would have better known 
what to expect. In some instances they 
would perhaps have been able to take re- 
medial action.” 

The problem had existed since 1930. In 
1931 the Treasury sought legislative action, 
which in 1938™ was held to apply only to 
post-1931 trusts. Further successful appli- 
cation to Congress would have avoided the 
unfairness of r@troactive judicial action.* In 
the absence of such success,” the Treasury 
should have abided by the ruling case law. 
This policy would have more surely ad- 
vanced the sound growth of tax law. The 
uncertainties created by a reversal of former 
law by the courts and the precedent set by 
such reversal, leading tax counsel and the 
public reasonably to anticipate other rever- 
sals, point toward confusion and doubt, and 
away from order—and, finally, the Church 
and Spiegel cases have not resolved ques- 
tions which Congressional action could have 
settled.” 

In 1940 the Supreme Court ® determined 
that the lower courts were having difficulty 
interpreting the cases, and assumed juris- 
diction in the Hallock case, stating that at- 
tempts to administer Section 302 (c), the 
then-extant section of the Revenue Act, by 
reference to the distinctions in the cases 
abundantly illustrated the inevitable con- 
fusion. The Court believed it necessary to 


assume jurisdiction to settle the casuistries 
existing at that time. In passing, it is in- 
teresting to note that the Court’s majority 
Opinion was written by Mr. Justice Frank- 
furter, who has dissented from the rulings 
in the Church and Spiegel cases.” 


“Harmonizing Principle’’ 


Writing in the Hallock case, Justice Frank- 
furter said: “The importation of these dis- 
tinctions and controversies from the law of 
property into the administration of the estate 
tax precludes a fair and workable tax sys- 
tem. Essentially the same interests, judged 
from the point of view of wealth, will be tax- 
able or not, depending upon elusive and 
subtle casuistries which may have their 
historic justification but possess no relevance 
for tax purposes. ... Our real problem, 
therefore, is to determine whether we are to 
adhere to a harmonizing principle in the 
construction of section 302 (c), or whether 
we are to multiply gossamer distinctions 
between the present cases and the three“ 
earlier ones.” “ 


Desiring to attain this harmonizing prin- 
ciple the Court decided to “reject as unten- 
able the diversities taken in the St. Louis 
Trust cases in applying the Klein doctrine— 
untenable because they drastically eat into 
the principle which those cases professed to 
accept and to which we adhere.” @ 

Chief Justice Charles Evans Hughes con- 
curred “in the result upon the ground that 
each of these cases is controlled by our de- 
cision “ in Klein v. United States... .”“ He 
was saying that he found no “diversities” or 
“casuistries.” Although his opinion was not 
shared by the others joining in the majority 
opinion, his observation indicates that the 
Hallock case failed to harmonize his un- 
derstanding of the section and the cases, if 
only for the reason that there was no need 
for the “harmonizing principle.” 





2 Ibid. 

%” Spiegel Estate v. Commissioner, supra, foot- 
note 2, at p. 349 (dissenting opinion of Frank- 
furter, J.). 

3 Tbid., at p. 346. 

32 Supra, footnote 10. 

%3 Possibilities of reverter could be deeded to 
charities or members of the family. But see 
Looker, supra, footnote 8, at pp. 440-444. 

4 Supra, footnote 18. 

% Supra, footnote 10. 

% It was learned by inquiry that the Tax Legi- 
lative Counsel of the Treasury Department 
sought Congressional action without success. 
Query: Should the Treasury have applied to 
the courts to remedy what Congress refused 
to do? 

% Supra, footnotes 8 and 10. 

% Supra, footnote 20. 
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*® The present majority states that Hallock 
reversed May v. Heiner. Mr. Justice Frank- 
furter says it did not. This does not seem to 
offer the kind of clarification the Supreme Court 
was seeking in all three cases. 

“© Helvering v. St. Louis Union Trust Company, 
36-1 ustc J 9005, 296 U. S. 39 (1935); Becker v. 
St. Louis Union Trust Company, 36-1 vustc 
§ 9006, 296 U. S. 48 (1935); Klein v. U. S8., 2 
ustc J 706, 283 U.S. 231 (1931). 

*1 Supra, footnote 20, at p. 118. 

42 Ibid., at p. 122. 

43 Infra, footnote 63. 

“4 Supra, footnote 20, at p. 122. 

‘It is submitted that this is a further indi- 
cation that the cause of a fair and workable tax 
system would have been advanced in 1940 by 
Congressional legislation. 
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Mr. Justice Roberts wrote a dissenting 
opinion, stating that he found a distinction 
of substance between the St. Louis Union 
Trust Company cases and the Klein case. He 
added that the tax courts and the Treasury 
had found no difficulty in observing the 
distinction in specific cases. He added that 
the decedent had no title or interest at his 
death in the transferred property and that 
no part of the trust property should be in- 
cluded in his estate “merely by reason of a 
provision in the instrument to the effect that 
the property was to revert to the decedent 
upon the predecease of some other person 
or persons or the happening of some other 
event.” “ 


Justice Roberts felt that for these reasons 
the settled doctrine under which the Hallock 
case fell should not be ignored, but ob- 
served. He was striking out in favor of 
stare decisis, and then, if necessary, applica- 
tion to Congress for its action. 


A further reason for such an application, 
even today, is found in the questions which 
remain unanswered after the 1949 Church 
and Spiegel cases.” To make this fact clear 
it will be necessary to review the cases 
stemming from and succeeding May wv. 
Heiner, and, briefly, May v. Heiner and the 
cases upon which the Supreme Court rested 
its ruling in that case. The facts and his- 
tory surrounding May v. Heiner have already 
been outlined. 


It may be well to reiterate the holding in 
May v. Heiner. The Supreme Court there 
decided that a transfer in trust by a grantor, 
since deceased, under which the income was 
payable to the decedent’s husband during his 
lifetime and after his death to the decedent 
during her lifetime, with remainder over to 
her children, was not made in “contempla- 
tion of or intended to take effect in possession 
or enjoyment at or after death,” within the 
legal significance of those words. Hence, 
the value of the trust corpus was not in- 
cluded in decedent’s gross estate for estate 
tax purposes.“ The record failed clearly to 
disclose whether the grantor survived her 
husband. The majority in the Church case 
makes the point that “crucial to the court’s 
holding in May v. Heiner was its finding that 
no interest in the corpus passed at the 
settlor’s death because legal title had passed 


4 Supra, footnote 20, at p. 133. 

4? Supra, footnotes 1 and 2. 

48 Supra, footnote 13. 

9 Tbid., at p. 243. 

50 Supra, footnote 1, at p. 327. 

51 Ibid. 

The May v. Heiner holding stood for the 
principle that Section 402 (c) imposes an excise 
upon the transfer of an estate upon the death 
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irrevocably when the trust was executed; ” 
for this reason the grantor’s reservation of 
the trust income for his life—one of the chief 
bundle-of-ownership interests was held not 
to bring the transfer within the category of 
transfers ‘intended to take effect in... en- 
joyment at his death’.”™ 


Criticism of May v. Heiner 


Mr. Justice Black, writing the majority 
opinion in the Church case, criticised May 
v. Heiner, stating that, regardless of the fact 
that a person might relieve his estate from 
tax by conveying away in trust legal title 
while retaining all income and profits from 
the property during his life, May v. Heiner 
held such a disposition was not testamentary 
in character.” 


In Reinecke v. Northern Trust Company,” 
discussed in the Hallock case, the decedent 
had set up seven trusts during his lifetime. 
The first two were established in 1903 and 
1910, respectively. In each the settlor re- 
served the income for life; upon his death 
the trust income was to be paid to a desig- 
nated beneficiary until the termination of the 
trust. The settlor reserved the power to re- 
voke the trusts and regain the corpus. The 
other five trusts were created in 1919 before 
the enactment of the 1921 Revenue Act but 
after the Act of 1918 which contained similar 
estate tax provisions. In each trust, life 
estates were created. In one, the life estate 
was terminable five years after the death of 
the settlor or upon the death of the desig- 
nated life beneficiary should the settlor survive 
that date, with a remainder over. In the other 
four, life interests in the income were termi- 
nable five years after the death of the settlor 
or on the death of the designated life bene- 
ficiary, whichever should occur first, with 
remainders over. The settlor reserved power 
to manage and alter, change or modify the 
trusts, exercisable in the case of four of 
them, by the settlor and the single bene- 
ficiary of each trust acting jointly, and in the 
case of the fifth trust, by the settlor and a 
majority of the named beneficiaries acting 
jointly. The settlor died without revoking 
any of the trusts and having modified only 
one, and that in a way immaterial to this 
discussion. 


of the owner, measured by the value at death 
or the interest which is transferred and includes 
only those trusts which pass from the possession, 
enjoyment or control of the donor at his death, 
and so are taxable as transfers under the sec- 
tion laying a charge upon the transfer of the 
net estate of every decedent dying after the 
passage of the section. 
52.1 ustc 7 347, 278 U. S. 339 (1929). 
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Reinecke, a collector of internal revenue, 
assessed and collected estate taxes based on 
the value of each trust. The decedent’s exe- 
cutor attacked the inclusion of the first two 
trusts on the ground that the taxing statute, 
Section 402 of the Revenue Act of 1921, 
having been enacted after the creation of the 
trusts, if applied to them, was void and 
unconstitutional as retraactive legislation. 
The Court found for the collector, stating 
that a transfer subject to a power of rev- 
ocation in the transferor, terminable at his 
death, was not complete until the trans- 
feror’s death; hence, the application of the 
taxing statute existing at the decedent’s 
death was not retroactive. 


The executor argued that Section 402 did 
not impose any tax on the transfers involved 
in the five trusts, and if it did, it was void 
as retroactive legislation, since the trusts 
were created in 1919. The government con- 
tended that the reservation of powers to 
manage and modify the trusts terminated 
only upon the decedent’s death, and so the 
1921 Act was not retroactive in effect. Fur- 
thermore, even without these reservations, 
the trusts should be taxed as transfers of 
remainder interests intended to take effect 
in possession or enjoyment at or after the 
decedent’s death. 


The Court ruled that the five trusts were 
not includible because the reservation of 
the power to modify could be exercised 
only with the consent of beneficiaries hav- 
ing a substantially adverse interest, and 
consequently the trusts had passed from 
the decedent’s control upon the creation of 
the trusts. The government’s contention 
that the passing of possession or enjoyment 
of the trust fund from the life tenants to 
the remaindermen after the decedent’s death, 
as directed, and after the enactment of the 
_ 1921 statute, brought the five trusts within 

the purview of Section 402, was denied. The 
Court held that the statute did not intend 
such a situation, saying: “It would require 
plain and compelling language to justify so 
incongruous a result and we think it is 
wanting in the present statute.” ™ It added: 
“Doubts of the constitutionality of the statute, 





8 Ibid., at p. 348. y 

54 Tbid., at p. 349. 

55 The Supreme Court had ordered reargument 
and had requested consideration by counsel of 
several questions, the answers to which were 
given in the following proposals: (1) that the 
Reinecke case should be reversed, and a deci- 
_ sion made against the taxpayer; (2) that the 
doctrine of the Clifford case should be extended 
to the Spiegel facts and a remand to determine 
further facts; (3) that a decision should be ren- 
dered in favor of the taxpayer because under 
a correct interpretation of Illinois law no possi- 





if construed as contended by the govern- 
ment, would require us to adopt the con- 
struction, at least reasonably possible here, 
which would uphold the act.” ™ 


In deciding the Spiegel case in favor of 
the government the Supreme Court held that 
the retention of a reverter by operation of 
law was sufficient to bring the trust within 
the provisions of Section 811 (c) of the 
Revenue Act of 1948.° The Court rested its 
ruling upon the rule laid down previously 
in the Hallock case.™ 


Broad Language in Hallock Rule 


The Court, in stating this rule, used 
broad language. It stated that a transfer 
in trust does not alienate estate taxability 
unless it effects “‘a bona fide transfer in 
which the settlor, absolutely, unequivocally, 
irrevocably, and without possible reserva- 
tions, parts with all of his title and all of 
his possession and all of his enjoyment of 
the transferred property. After such a trans- 
fer has been made, the settlor must be left 
with no present legal title in the property, 
no possible reversionary interest in that title, 
and no right to possess or to enjoy the prop- 
erty then or thereafter. In other words 
such a transfer must be immediate and out 
and out, and must be unaffected by whether 
the grantor lives or dies.” We add to that 
statement, if it can be conceived of as an ad- 
dition, that it is immaterial whether such a 
present or future interest, absolute or con- 
tingent, remains, in the grantor because he 
deliberately reserves it or because, without 
considering the consequences, he conveys 
away less than all of his property ownership 
and attributes, present or prospective. In 
either event the settlor has not parted with 
all of his presently existing or future con- 
tingent interests in the property transferred. 
He has therefore not made that ‘complete’ 
kind of trust and transfer that Section 811 
(c) commands as a prerequisite to a show- 
ing that he has certainly and irrevocably 
parted with his ‘possession or enjoyment’. 

Determination of such issues as owner- 





bility of reverter existed; or (4) that, assuming 
a possibility of reverter existed, the rule of 
de minimis non curat lex should not be applied, 
thereby ruling against the taxpayer (this is the 
alternative which was adopted by the court); 
(5) that this proposal is like the fourth but it 
adds thereto the requirement that there should 
be in addition a finding of the settlor’s actual 
intent to make Section 811 (c) applicable and 
concludes that in the instant case the required 
intent was absent. 
56 Supra, footnote 2, at p. 302. 


240 March, 1950 e TAX ES—The Tax Magazine 





fer 
tra 





~~ 


SS ove enc = 










ship, possession, enjoyment, whether trans- 
fers have been made and the reach of those 
transfers, may involve many questions of 
fact... . These fact issues in federal tax 
cases are for the Tax Court to decide in 
cases brought before it.” ” 

The Supreme Court dismissed the pro- 
posal that the settlor’s motives be determined 
and such finding be determinative of tax- 
ability, stating that “the taxability of a 
trust corpus under this provision of Section 
811 (c) does not hinge on 2 settlor’s motives, 
but depends on the nature and operative 
effect of the trust transfer. ... to probe the 
settlor’s thoughts in regard to the transfer, 
would partially impair the effectiveness of 
the ‘possession or enjoyment’ provision as 
an instrument to frustrate estate tax eva- 
sions.” * 

The ultimate effect of the Spiegel case is 
not free from doubt. The questions which 
arise are whether it reversed the Reinecke 
case,” and whether it points the way to the 
inclusion in the settlor’s estate of trusts 
measured by the settlor’s life The test 
laid down in Reinecke was whether an in- 
terest passed from the “possession, enjoy- 
ment or control of the donor at his death.” ® 
At that time “it was not argued that every 
vested interest that manifestly would take 
effect in actual enjoyment after the grantor’s 
death was within the statute.” ® 

The Court, in the companion Church case, 
cites with approval Klein v. U. S.*% which 
limited the doctrine of May v. Heiner. It was 
there held that a trust transfer came within 
the meaning of the taxing statute where the 
donor gave the donee a life estate, condi- 
tioning the remainder upon the donee’s sur- 
viving him. The Court observed that it was 
the death of the donor that “brought the 





57 Joid., at p. 303. 
88 Tbid. 

Query: Is the Court not examining into a 
settlor’s motives when it seeks to bar an inter- 
vivos trust from being used to avoid the tax 
consequences of a testamentary devise? 

59 Cf. Spiegel Estate v. Commissioner, supra, 
footnote 2, at pp. 337-338 (opinion of Reed, J., 
concurring in Spiegel and dissenting from 
Church rulings) and at pp. 301, 305 (dissenting 
opinion of Burton, J.). 

© A statute would set these problems to rest. 

*1 Supra, footnote 52, at p. 348. 

6 Shukert v. Allen, 1 ustc { 223, 273 U. S. 545, 
547 (1927). 

®3 Supra, footnote 40. 

*4 Tbid., at p. 234. 

® Helvering v. St. Louis Union Trust Com- 
pany, supra, footnote 40, at p. 43. 

6 Helvering v. St. Louis Union Trust Com- 
pany, supra, footnote 40; see also Becker v. St. 
Louis Union Trust Company, supra, footnote 40. 

6% Spiegel Estate v. Commissioner, supra, foot- 
note 2, at pp. 339-340 (dissenting opinion of 
Frankfurter, J.). 
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larger estate into being . .. and effected its 
transmission from the dead to the living.” “ 

The course did not, however, run smooth, 
for in 1935 it was held that after the exe- 
cution of a trust, the settlor “held no right 
in the trust estate which in any sense was 
the subject of testamentary disposition,” © 
where the settlor created a trust, the net 
income of which was payable to his daughter 
for life with remainder over, and provided 
further that the trust should terminate and 
revert to the settlor if the daughter prede- 
ceased him or if the trustee so decided in his 
discretion.” The Treasury was _ naturally 
dissatisfied and has sought to resolve these 
two positions: “. .. only power in the settlor 
at the time of death to cause the property 
to be transferred from him to another by 
will or by descent or to select beneficiaries 
through appointment brought the property 
formerly transferred within the reach of the 
words ‘intended to take effect in possession 
or enjoyment at or after his death’, the 
Reinecke concept, and the other that, in ad- 
dition, every possibility of reversion of the 
transferred interest to the settlor must be 
barred by the trust instrument, the dissenter’s 
ground in Helvering v. St. Louis Union Trust 
Co. ... The latter position was accepted 
as the sound interpretation by us... in 
Helvering v. Hallock.” * 


The results of the Spiegel case cannot yet 
be foretold, but at present it has not had 
the effect of including in the settlor’s estate 
every trust estate measured by the settlor’s 
life.* Nor is a trust created to pay the in- 
come to a second person for life, with the 
remainder to his surviving issue, made tax- 
able.” However, there does seem reason 
to believe that the Treasury will seek to 
further limit the Reinecke concept.” 


*’ The Treasury has issued proposed amend- 
ments to its estate tax regulations to conform 
Sections 81.17 and 81.18 to the Church decision. 
No change is proposed to give effect to the 
Spiegel ruling. Hence the Spiegel case’s sole 
direct effect will be to confirm the present 
regulation that no distinction is to be made in 
the taxability of reverters by deed or by opera- 
tion of law. 

6 David Oppenheim, Addendum to the Mono- 
graph on Federal Estate Tax (1949), p. 8; see 
also Looker, supra, footnote 8, at p. 444. 

7” Spiegel Estate v. Commissioner, supra, foot- 
note 2; Slifka v. Commissioner, 47-1 ustc § 10,548, 
161 F. (2d) 467 (CCA-2); Davidson v. Commis- 
sioner, 46-2 vustc §10,518, 158 F. (2d) 239 
(CCA-10); Vanderlip v. Commissioner, supra, 
footnote 5, cert. den. 329 U. S. 128 (1946); 
Merritt J. Corbett, 12 TC —, No. 22 (1949); 
cf. Allen v. Trust Company of Georgia, 46-1 ustc 
| 10,254, 326 U. S. 630; U. S. v. Wells, 2 ustc 
1 715, 283 U. S. 102 (1931); Shukert v. Allen, 
supra, footnote 62: Commissioner v. Flick, 48-1 
ustc § 10,609, 166 F. (2d) 1383 (CCA-5); Dennis- 
(Continued on following page) 
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Benefits of Clear Standard 


These and other questions would be better 
resolved, finally, by Congress." The Treasury 
would be the chief benefactor. First, the 
tax authorities from the Secretary down to 
the auditor would know what was taxable. 
This would result in the collection of addi- 
tional taxes with less expense. Second, in 
the event that Congress saw fit to enact an 
amendment including more trusts than are 
presently taxable, additional revenues would 
again be collected. Had the Treasury ob- 
tained legislative action in 1940, it would not 
have had to wait until the judicial legisla- 
tion of 1949 to tax pre-1931 May v. Heiner 
trusts. Third, the taxpayer would know 
what trusts were to be included.” In those 
cases where a settlor’s desire to minimize 
taxes was consonant with his donative pur- 
pose he could avoid the application of the 
taxing statute. If his purpose was best 
served by a taxable trust, the settlor would 
be definitely apprized of the tax conse- 
quences. The doubt would be removed—a 
definite gain to the successful administration 


(Footnote 70 continued) 
ton v. Commissioner, 39-2 ustc { 9737, 106 F. 
(2d) 925 (CCA-3). 

11 Spiegel Estate v. Commissioner, supra, foot- 
note 2, at p. 354, note 14; see also Commissioner 
v. Church Estate, supra, footnote 25; Commis- 
sioner v. Hall Estate, supra, footnote 26; 
Helvering v. Proctor, supra, footnote 26; cf. 
Commissioner v. Spiegel Estate, supra, footnote 
25; Thomas v. Graham, supra, footnote 26; 
Beach v. Busey, supra, footnote 26; Commis- 
sioner v. Bayne, supra, footnote 26; Commis- 
sioner v. Bank of California, supra, footnote 26. 

7% The taxpayer may not avail himself of a 
declaratory judgment. Hence, at present, tax- 


of any governmental agency and particularly 
to the Treasury which has deservedly earned 
a good reputation.” Fourth, the unification 
of the tax structure would acquire a substan- 
tial prop. Treasury “chipping” can have 
the effect of undermining the base. Few 
cases reach the Supreme Court. In fact the 
circuit courts review only a small portion 
of the cases. The Tax Court, the source 
from which much of our tax law must ne- 
cessarily come, would be greatly advantaged. 
A clear standard would greatly simplify its 
duties. 


There is no question that the tax legisla- 
tive counsel of the Treasury Department 
seeks statutory changes in these situations. 
Congress does not always take action. 
Nonetheless, if the problem is properly pre- 
sented by both public and private counsel, 
Congressional action will often be achieved. 
Consequently, except in flagrant cases of 
tax evasion, the Treasury would accomplish 
more by awaiting Congressional action in 
this type of situation before taking remedial 
steps through the courts. [The End] 


ability is determined most finally and only after 
death. Noland v. Westover, 49-1 ustc { 9175, 172 
F. (2d) 614 (CA-9, 1949), cert. den. 

73 There are many examples of Treasury co- 
operation. Suffice it to note Section 1001 (c) 
which extends tax-free the release of a power of 
appointment. The Treasury at first recom- 
mended the section to permit the tax-free re- 
lease of a power. At present it is seeking to 
obtain a more satisfactory statute and is con- 
tinuing to recommend the postponement of the 
effective date of Section 1001 until it can reach 
a satisfactory agreement with groups repre- 
senting taxpayers. 





LITERAL INTERPRETATION OF LAW 


“The common sense of man approves the judgment mentioned by Puffendorf, 
that the Bolognian law which enacted, ‘That whoever drew blood in the streets 
should be punished with the utmost severity,’ did not extend to the surgeon who 
opened the vein of a person that fell down in the street in a fit. The same common 
sense accepts the ruling . . . that the Statute of 1 Edward II., which enacts that 
a prisoner who breaks prison shall be guilty of felony, does not extend to a 
prisoner who breaks out when the prison is on fire—‘for he is not to be hanged 
because he would not stay to be burnt.’”—U. S. v. Kirby, 7 Wall. 482. 
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HUMAN NATURE, 


CHARITABLE CONTRIBUTIONS 


and UNCLE SAM 


By MAXWELL ABBELL 


The crisis in private philanthropic and ed- 
ucational agencies and institutions brings 
forth the question: Does a fifteen per cent 
limitation protect the revenue as much as it 
harms education? 


At a recent annual meeting of the Associa- 
tion of American Universities, Dr. Henry 
M. Wriston, President of Brown University 
and also president of the association, warned 
that American colleges and universities 
faced the greatest financial crisis that they 
have experienced in the last fifty years. 
There are many factors leading to this crisis, 
and only one of them will be here discussed 
—namely, the discouragement in the present 
federal income tax law to those few tax- 
payers who might otherwise be willing to 
contribute very substantial sums to religious, 
philanthropic and educational institutions and 
agencies. Dr. Wriston, in his presidential 
address, suggested that the federal tax law 
be liberalized and brought up-to-date to en- 
courage more individual donations. He 
called the fifteen per cent limitation in tax 
rates for private individuals’ donations and 
the five per cent corporate limit “an ana- 
chronism and long obsolete.” 


Private medical, educational and general 
philanthropic institutions, as well as religious 
institutions, form so large a segment of 
American civilization and of the American 
economy that any factor which tends to 
affect them adversely becomes one of major 
importance to our economic and cultural life. 


An analysis of the published data on 1946 
federal income tax returns. graphically 
emphasizes that if charitable contributions 
were made deductible without limit, only a 
relatively small number of individuals would 
be affected and the possible effect on the 
federal revenue would be insignificant—yet 


Charitable Contributions 








the benefit to the charitable institutions 
whose vary existence depends upon private 
gifts could be enormous. 


Unquestionably some institutions would 
become the beneficiaries of extremely sub- 
stantial contributions for current purposes 
as well as endowment funds. Whatever de- 
crease might result in the federal revenue 
would be more than offset by the social 
benefit to the community as a whole, par- 
ticularly at a time when there is a move in 
Congress to subsidize state educational pro- 
grams to the extent of $300 million. In fact 
the growing desire on the part of many 
privately endowed institutions to seek aid 
from public funds might even be turned 
aside. 


The present revenue act, as has been 
true all along since charitable contributions 
were made deductible, is quite illogical and 
inconsistent in its provisions. It may be 
noted that in the Revenue Act of 1864, the 
first income tax measure ever adopted in 
this country, no provision was contained for 
deduction of charitable contributions. Like- 
wise, no such provision was contained in the 
Revenue Acts of 1894 or 1909, which pre- 
ceded the federal constitutional income tax 
amendment. The first two revenue acts 
passed after the income tax amendment, 
those of 1913 and 1916, likewise contained 
no such deduction. 


The first revenue act which incorporated 
such a deduction was the 1917 Revenue Act, 
in which the following was for the first time 
incorporated: 


“Contributions or gifts actually made 
within the year to corporations or associa- 
tions organized and operated exclusively for 
religious, charitable, scientific, or educa- 
tional purposes, or to societies for the pre- 
vention of cruelty to children or animals, no 
part of the net income of which inures to 
the benefit of any private stockholder or 
individual, to an amount not in excess of 


243 








fifteen per centum of the taxpayer’s taxable net 
income as computed without the benefit of this 
paragraph.” (Italics supplied.) 


Origin 

The origin of the fifteen per cent provision 
in the 1917 Act is curious. In the Senate 
hearings the deduction was suggested by 
Senator Hollis in the following remarks 
excerpted in Seidman’s Legislative History 


of Federal Income Tax Laws, pages 944 
and 945: 


“The effect of that amendment will be to 
permit a wealthy man to contribute to 
charitable, educational, and scientific institu- 
tions, and then when he comes to make up 
his income-tax returns to make a deduction 
from his gross income of the amount that 
he has contributed for those purposes, not 
to exceed 20 per cent of his entire net in- 
come. I believe that the Senate will see the 
necessity for voting that exemption in war 
times.” 

Senator Hollis’ recommendation was rer 
garded favorably, but unfortunately for future 
potential liberal donors to charitable insti- 
tutions, in the vote trading which followed, 
and, on the suggestion of Senator Simmons, 
the twenty per cent provision was reduced 
to fifteen per cent. 


When the act came before the House 
Committee, Congressman Rogers in the fol- 
lowing language, cited by Seidman, at page 
945, recommended that there be no limita- 
tion imposed upon the “benevolent members 
of the community”: 


“Mr. Rogers. Now, I submit the 
amendment just read in the belief that there 
ought also to be a deduction for gifts made 
by individuals during the year to charitable, 
benevolent, and religious societies. I have 
adopted substantially the language in this 
regard which is used in the act itself, at the 


MR. ABBELL IS AN ILLINOIS CPA AND A MEMBER 
OF THE ILLINOIS BAR, PRACTICING IN CHICAGO 





bottom of page 145 and the top of page 146, 
whereby are exempted the incomes of 
religious, charitable, and educational cor- 
porations, no part of the net income of which 
inures to the benefit of any private stock- 
holder or individual. 


“Now, Mr. Chairman, it seems to me that 
it is desirable that there should be no cur- 
tailment imposed by this act upon the 
benevolent members of the community. 


A vote followed this recommendation by 
Mr. Rogers; the question was taken and his 
amendment was rejected. Thereafter, in all 
the revenue acts which followed, while 
there have been reiatively minor technical 
changes in the definition of the organizations 
to which deductible contributions could be 
made, there was only one major change 
made with respect to limitations of amount 
of gifts, and that was in the 1924 Act, when 
the limitation was changed to read as follows: 


“ce 


to an amount which in all the 
above cases combined does not exceed 15 
per centum of the taxpayer’s net income as 
computed without the benefit of this (52) 
paragraph, except that if in the taxable year 
and in each of the ten preceding taxable years 
the amount in all of the above cases combined 
exceeds 90 per centum of the taxpayer’s net 
income for each such year, as computed with- 
out the benefit of this paragraph, then to the 
full amount of such contributions and gifts 
made within the taxable year.” 


Reason for Change 


This change was made in response to con- 
siderable pressure to include the widowed 
Mrs. Biddle of Philadelphia who had entered 
a convent as a lay sister and had been de- 
voting her entire income for many years to 
religious purposes and for that reason had 
not deemed it necessary to file income tax 
returns. Curiously, this ninety per cent pro- 
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vision has been repeated in all revenue acts 
since 1924—to and including the current one. 


The discussions in the Congressional hear- 
ings at the time of the adoption of the 
charitable deduction and concurrently of the 
fifteen per cent limitation (and in subsequent 
years as well) indicate that setting the 
limitation at fifteen per cent was purely 
fortuitous and without logic, rhyme or rea- 
son. Yet no organized effort has been or is 
now being made by the thousands of insti- 
tutions and organizations affected to remove 
this absurd and illogical limitation which is 
definitely against sound social policy. 

As to the inconsistent provisions in the 
revenue act with respect to charitable de- 
ductions, the following may be cited: 


1. While gifts by individuals are deductible 
to the extent of fifteen per cent, gifts by 
corporations are deductible only to the extent 
of five per cent of the corporate income. 

2. Gifts by trusts and estates are deductible 
in full atid without limitation. 


3. Bequests after death are subject to no 
limitation, even though the same social con- 
sideration would seem to apply as in the 
case of gifts during one’s lifetime. 

It is submitted that if the limitation on 
charitable contributions has any purpose 
arising out of general social considerations, 
then the same limitation should be applied 
to gifts by corporations, trusts, individuals 
and estates and to bequests. 


Objections—and Answers 


The major objection to a change in the 
revenue act permitting charitable bequests 
to be deducted without limitation no doubt 
would arise from members of two groups— 
those who will contend that under present 
conditions the federal government cannot 
afford the loss of revenue which would be 
entailed by such change in the revenue act, 
and those proponents of the so-called Wel- 
fare State who believe that privately en- 
dowed institutions engaged in research, 
education, medical care, character building, 
etc., have no place in modern society and 
that all of these activities, being public in 
nature, should be conducted solely by state 
institutions. To answer the objections of 
the first group, one need refer only to the 
government’s own statistics which clearly 
indicate that the generous impulse to exceed 
fifteen per cent of one’s income will affect 
only a small number of individuals—although 
these are the very ones who would be in a 
position to make very substantial contribu- 
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tions—so few, in fact, that the loss in tax 
revenue would be much smaller than would 
be expected. To answer the second group 
would require a discussion of basic and 
fundamental social issues that would extend 
far beyond the scope of this article. 


On March 9, 1949, in Press Service S-1015, 
the Treasury Department released data from 
the preliminary report, Statistics of Income 
for 1946, Part 1, compiled from individual 
income tax returns and from taxable fiduciary 
income tax returns for the year 1946. An 
examination of this release and an analysis 
of the tables it contains is very illuminating. 


Table 1, of S-1015, indicates that a total 
of 52,816,547 individual returns were filed. 
Of this number, 49,882 or .09 per cent repre- 
sented income tax returns of individuals 
whose adjusted gross incomes ranged from 
$50,000 upward. ‘These individuals reported 
a total adjusted gross income of $4,659,829,000 
or 3.47 per cent of the total personal income 
of $134,330,006 reported by all those filing. 
The tax liability of this group with incomes 
of $50,000 and over was $2,391,588,000 or 
14.88 per cent of the total tax liability of 
$16,075,918,000. 


An arbitrary selection has been made of 
the group showing adjusted gross income of 
$50,000 and over, purely for the purposes 
of this study. It is the writer’s opinion that it 
is very unlikely, other than in highly excep- 
tional cases, that persons with incomes of 
less than $50,000 would either wish or be 
in a position to make contributions of more 
than $7,500 per annum after paying their 
income taxes, meeting living expenses, in- 
surance and other needs. Perhaps large 
contributions could not be anticipated even 
from persons in the $50,000 to $80,000 brackets, 
but some point obviously had to be selected, 
and in the writer’s judgment $50,000 repre- 
sents a fair line of division. 


One would think that persons with in- 
comes of upwards of $50,000 would cer- 
tainly, between their charitable contributions 
and other deductions, such as taxes, interest, 
losses, etc., have a substantial amount to 
deduct and therefore would not file returns 
taking a standard deduction, which in 1946 
was $500 as a maximum. Surprising, and 
even amazing, as it may seem, five per cent 
of those reporting incomes of $50,000 and 
over did take the standard deduction, as may 
be noted in S-1015’s Table 2, Part II. The 
table on the following page indicates the 
number in each income bracket who filed 
standard returns and the percentage of that 
number to the total number of returns in the 
respective brackets: 
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Relationship of 








Total Returns Returns in 
Number with Column 3 to 
Adjusted Gross of Standard Returns in 
Income Class Returns Deductions Column 2 
ES oa Os Tet eee ew Oewes 6 0 0 
4,000,000 to $5,000,000..................048. 1 0 0 
Be 3 0 0 
BE OO BIO oo so cece vecceccuces 9 0 0 
eee 22 0 0 
ES re 53 1 1.89% 
ES ee ere 83 1 1.20 
Ce | 240 9 3.75 
A00008 to  SOOG00....... 2.2.6.5. ceeds. 201 4 1.99 
C0 eS) ) 451 3 .67 
EE i accel eds 444 8 1.80 
PUG to FSD... 5 ce cece. 901 22 2.44 
pe: 1,994 38 1.91 
po | 6,373 164 2:57 
SOOO to 4 FOGOUO. ... wo fice cceces 2,870 106 3.69 
80,000 to eters 4,228 161 3.81 
70,000 to ERR er ee 6,128 283 4.62 
60,000 to ES 0 Fite rsh heel icin 9,505 598 6.29 
50,000 to AER eee erence 16,370 1,249 7.63 
49,882 2,647 5.31% 


Small Possibility of Large Tax Loss 


It is a sad commentary on human nature 
and almost unbelievable that people in such 
high income tax brackets could be so un- 
aware of their social duties and obligations 
as to make such niggardly charitable con- 
tributions, if they give at all. The $500 
standard deduction includes taxes, interest 
and other items, and certainly people with 
such incomes must almost universally have 
paid some personal or real property taxes. 
With human nature generally at this low 
ebb, no great fear need be entertained of any 
substantial loss of revenue on the part of the 
federal government by throwing the gates 
wide open to charitable contributions. 

Of the 52,816,547 personal income tax 
returns filed for 1946, Table 2, Part I of 
S-1015 indicates that 14,900,851 or 28.21 per 
cent were nontaxable and 37,915,696 or 71.79 
per cent were taxable. Of the taxable re- 
turns, as shown by the above-mentioned 
Table 2, Part II, 30,349,520 or 80.02 per cent 
took the standard deductions and only 
7,566,176 or 19.98 per cent (Table 2, Part III 
of S-1015) took itemized deductions. As we 
have already seen, of the 49,882 returns re- 
flecting an income of $50,000 and over, 2,647 
or 5.31 per cent took standard deductions 
and 47,235 or 94.69 per cent took itemized 
deductions. It is only with this latter group 
of 47,235, comprising less than one tenth of 


one per cent of those who filed returns, that 
further discussion will be concerned, since 
practically only these would be affected by 
elimination of the fifteen per cent limitation 
on charitable contributions. 


The table on the following page summar- 
izes some data relative to this group, com- 
piled from that contained in the last-mentioned 
table. 


One would think that as a person’s income 
increased and he would be blessed with 
more of this world’s goods, he would feel 
that he could spare a greater proportion of 
his income for charitable purposes. How- 
ever, this is not the case. As a matter of 
fact, those with the smallest net income, 
under $1,500 per annum, give a larger per- 
centage to charity than any of those in the 
brackets between $1,500 and $400,000. It 
is only when we reach the $400,000 income 
group that a slight increase is noted. Even 
here there are exceptions. The one person 
with income of $4 million to $5 million made 
a contribution of only 1.11 per cent to charity, 
and the nine people in the group having $2 
million to $3 million incomes gave only 3.07 
per cent to charity, in the first case the 
lowest percentage of any of the classifica- 
tions. It is significant for our purposes that 
only three groups reached ten per cent or 
slightly better, and in no case did any of 
the groups come within striking distance, 
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for the group as a whole, of the fifteen per 





cent limitation. The details are contained 
in the table on page 248, for which the 
figures have been obtained from the second 
half of Table 2, Part III of S-1015. 


Many years ago in his monumental study 
of conditions of the poor in London, Booth 
discovered that the poorer classes gave much 
more relatively of their means and substance 
for the help of the indigent members of their 
own families and for the help of their neigh- 
bors than did the much wealthier groups. 
This is significantly confirmed by the fact that 
whereas the 7,566,176 persons who filed item- 
ized-deduction returns showing taxable income 
of $38,172,697,000 made total contributions 
of $1,558,696,000 or 4.08 per cent of the total 
income reported, the 1,187,003 persons filing 
nontaxable returns with itemized deduc- 
tions, even though they had no income tax 
to pay after applying their deductions and 
thus received no tax benefits from their con- 
tributions, made _ contributions totalling 
$80,286,000 or 5.75 per cent of the gross in- 
come of $1,395,833,000 which they reported. 

It may be said that these figures prove 
only too clearly that eliminating the fifteen per 
cent deduction will not produce much in the 
way of larger charitable contributions nor 
will many persons take advantage of it. 
The writer is willing to admit that of the 
47,235 persons with income in 1946 of $50,000 





Total of 
Returns 
with 
Adjusted Gross Itemized 
Income Class Deductions 

$ 50,000 to$ 60,000......... 15,121 
60,000 to 7OG0O......... 8,907 
70,000 to a 5,845 
80,000 to OG000............. 4,067 
90,000 to 100,000......... 2,764 
100,000 to Co 6,209 
150,000 to 200,000......... 1,956 
200,000 to 250,000......... 879 
250,000 to 300,000......... 436 
300,000 to 400,000......... 448 
400,000 to 500,000......... 197 
500,000 to 750,000......... 231 
750,000 to 1,000,000......... 82 
1,000,000 to 1,500,000......... 52 
1,500,000 to 2;000,000......... 22 
2,000,000 to 3,000,000......... 9 
3,000,000 to 4,000,000......... 3 
4,000,000 to 5,000,000......... 1 
5,000,000 and over............. 6 
47,235 


Charitable Contributions 


and over, only a very small fraction would 
take advantage of the elimination of this 
limitation. However, somewhere between 
two per cent and four per cent would go 
beyond the fifteen per cent if they could 
deduct their complete contribution. In 1946 
this would have meant that somewhere be- 
tween 1,000 and 2,600 individuals might have 
increased their contributions, but these would 
have been in very substantial amounts and 
could have involved a hundred million dol- 
lars or more. 


Predictions 


The total income tax collected in 1946 
from this group of 47,235 persons having 
incomes of $50,000 and over (and present 
lower rates plus the division of income be- 
tween spouses would reduce the sum con- 
siderably) amounted to $2,286,468,000. This 
would represent the maximum the federal 
government could lose in revenue if every 
person with income of $50,000 and over gave 
his entire income to charity. Obviously, 
such could not be the case because of re- 
quirements for living expenses, insurance, 
provision for the future, etc. It is the 
writer’s considered opinion that no more 
than $100 million could possibly be lost to 
the federal revenue by the removal of this 

(Continued on page 268) 


Income Tax 
Total Bracket for 
Adjusted Total Last Incre- 
Income Tax ment of 
Reported Liability Income 
$ 824,754,000 $ 361,604,000 71.25% 
575,152,000 265,955,000 74.10 — 
436,556,000 211,082,000 76.95 
344,025,000 171,638,000 79.20 
261,927,000 134,081,000 76.64 
741,535,000 399,193,000 84.55 
333,748,000 188,267,000 85.50 
194,711,000 111,091,000 86.45 
118,922,000 69,136,000 86.45 
153,332,000 90,328,000 86.45 
87,184,000 50,884,000 86.45 
138,899,000 79,774,000 86.45 
71,962,000 44,205,000 86.45 
62,246,000 37,485,000 86.45 
37,333,000 22,537,000 86.45 
20,507,000 12,279,000 86.45 
10,383,000 6,954,000 86.45 
4,780,000 2,341,000 86.45 
47,821,000 27,634,000 86.45 
$4,465,777,000 $2,286,468,000 





Adjusted Gross 
Income Class 


500 
750 
1,000 
1,250 
1,500 
1,750 
2,000 
2,250 
2,500 
2,750 
3,000 
3,500 
4,000 
4,500 
5,000 
6,000 
7,000 
8,000 
9,000 
10,000 
11,000 


12,000 
13,000 
14,000 
15,000 
20,000 
25,000 
30,000 
40,000 
50,000 
60,000 
70,000 
80,000 
90,000 
100,000 
150,000 
200,000 
250,000 
300,000 
400,000 
500,000 
750,000 
1,000,000 
1,500,600 
2,000,000 
3,009,000 
4,000,000 
5,000,000 


Adjusted 
Gross 
Income 

to $ SE ee eee $ 53,046,000 
to RE ere ee 153,302,000 
to MN es. 5dr 5 ins: Se Ring ahd al 251,943,000 
to a rere 448,875,000 
to ee ee 614,810,000 
to BI 05, enw oS shes kes 848,610,000 
to eee 1,077,735,000 
to i. ae 1,221,360,000 
to ee 1,409,532,000 
to / eee ay eee 1,464,303,000 
to PRN iiirsik wa a cdr wae 2,945,270,000 
to Se re ae ee 2,443,191,000 
to See eee 1,942,664,000 
to | SRA enters eee 1,405,931,000 
to ha oo Satna ine ie gd 2,026,159,000 
to ES ida a avarreSineseten 1,416,708,000 
to ey eee ae 1,019,877,000 
to iia Sid wr dai Dis ‘cre ciehe 854,950,000 
to ae ee 786,193,000 
to NG 65s Sane Sh we es dterdos 726,111,000 
to er eae 652,927,000 
to WEG sant, Sheds Seca asi 616,208,000 
to Se eer 583,502,000 
to eee 538,133,000 
to SN oir kkd cans Soe 2,281,129,000 
to PEE Sisodsendpiwetond:. 1,724,589,000 
to I eas ec ecaecckwods 1,261,381,000 
to ere 1,781,683,000 
to | SE ene 1,156,784,000 
to 6O,000......... 824,755,000 
to SEC ees ee 575,151,000 
to a ene 436,555,000 
to Sr ae 344,024,000 
to ee eee eee 261,928,000 
to | APE ae ASE ae 741,534,000 
to 200,000 333,748,000 
i | | <a a 194,711,000 
to 300,000. 118,923,000 
ee ee ee ee 153,329,000 
to ee eee 87,184,000 
to Co 138,899,000 
Ok Ros bn Keearawsee 71,961,000 
| Sn ree ee 62,245,000 
tO” DOGO. «eh es 37,333,000 
to 3,000,000..... 20,528,000 
| 10,383,000 
Me I oss oe seincees oes 4,779,000 
and over 47,821,000 

$38,172,697 ,000 


(For explanation of this Table, see reference on page 247.) 


Contributions 


$ 


Reported 


3,140,000 
9,952,000 
15,660,000 
26,730,000 
33,122,000 
45,805,000 
54,058,000 
59,025,000 
65,922,000 
67,728,000 
131,865,000 
107,466,000 
85,960,000 
56,607,000 
84,542,000 
55,524,000 
39,137,000 
31,828,000 
28,493,000 
25,777,000 
22,928,000 
21,103,000 
19,537,000 
17,775,000 
72,116,000 
52,563,000 
37,228,000 
53,125,000 
36,074,000 
26,823,000 
20,031,000 
15,508,000 
13,506,000 
10,614,000 
33,704,000 
17,396,000 
11,282,000 
6,430,000 
8,365,000 
5,194,000 
8,868,000 
5,333,000 
4,021,000 
4,276,000 
630,000 
1,072,000 
53,000 
4,800,000 


$1,558,696,000 


Relationship 
of Column 3 
to Column 2 


5.92% 
6.49 
6.22 
5.95 
5.39 
5.40 
5.02 
4.83 
4.68 
4.63 
4.48 
4.40 
4.42 
4.03 
4.17 
3.92 
3.84 
3.72 
3.62 
3.55 
3.51 


3.42 
3.35 
3.30 
3.16 
3.05 
2.95 
2.98 
3.12 
3.25 
3.48 
3.85 
3.93 
4.05 
4.55 
5.21 
5.79 
5.41 
5.46 
5.96 
6.38 
7.41 
6.46 
11.45 
3.07 
10.32 
1.11 
10.04 


4.08% 
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DEPRECIATION 





Based on Current Cost 


By ABRAHAM H. SPILKY — — — 


— — — — CPA, New York City 





THE AUTHOR CALLS THIS 
“A CONTRARY VIEW” 


HE CURRENT CLAMOR that net 

profits have been overstated because de- 
preciation is claimed only on original cost, 
rather than on replacement values, has 
raised a lot of sound and fury. Learned 
economists have paraded before Congres- 
sional committees or have written numerous 
articles on this subject. Accountants have 
theorized on the effect that it might have 
on auditing practice if current statements 
were to be amended by charging profit and 
loss with the new basis for depreciation 
rather than with the old. Many companies, 
in their published financial statements, show 
the comparative effects on earnings, had 
depreciation been computed on replacement 
values rather than on cost. The issue so 
raised has a two-fold purpose: (1) employee 
relations and (2) reduction in taxes. 


There has lately been developed a public 
belief that the earning of “extraordinary” 
profits is a moral sin. The theory is that 
high profits are caused by too-high prices, 
which result, in turn, causes restricted de- 
mand, and thus they may have the ultimate 
effect of a reduction—first, in production, 
and second, in employment. Thus, it is 
theorized that high profits ultimately bring 
about a recession or a depression. We need 
not go into the origin of this theory, nor 
need we go into a discussion of its merits. 

Labor unions have seized upon the high 
profits of corporations to show: 

1. That business should be able to in- 
crease wages without increasing prices. 


2. That wages have not kept pace with 
corporate profits and, hence, that labor is 
entitled to an increase. 


Depreciation 


3. That labor costs, even when increased 
by its own new demands, have no relation- 
ship to either high prices or high profits. 


The public belief that high prices are the 
result of corporate “profiteering” has been 
fostered by the labor unions. This has been 
done in order to show the reasonableness 
of labor’s demands, and to place the cor- 
porations concerned on the defensive. 


The method of corporate defense showed 
surprising ingenuity. Net profits in terms 
of dollars are matters of public record which 
cannot be denied. That high profits are not 
necessarily the results of “profiteering” re- 
quires a logical point-by-point analysis that 
would make good reading at a technical 
meeting, but that idea has no popular appeal. 
Some argument had to be selected that 
could be understood by the public at large; 
logic, or the lack of it, was secondary in 
consideration. 


Since the public has always jested about 
the fifty-cent dollar, it was reasoned, why 
not talk about the fifty-cent profits? For 
instance, “Of course we made ten million 
dollars last year, but that was only five 
million dollars in real money.” 


“Even the five million dollars was not 
real money,” added the economists. “The 
financial statements are charged with costs 
that were incurred years ago when dollars 
were dollars, and not fifty-cent pieces. Now, 
if these costs were to be charged in terms 
of fifty-cent dollars, they would so reduce 
our profits that they would be really much 
less than we earned before.” 


Since depreciation is always a sizeable 
figure in most profit-and-loss statements, 
depreciation was taken as the prime example. 
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Reduction in Taxes 


Tax practitioners were quick to see the 
possibilities in this theory. If ten million 
dollars profit could be reduced to, say, eight 
million dollars by increasing the allowance 
for depreciation, why should we not pay 
taxes on eight million dollars instead of on 
ten? Even at thirty-eight per cent, the 
tax savings would be considerable. 


The entire discussion reminds the writer 
of similar discussions back in the depression 
years. In those days many corporations 
showed large losses. Again, the culprit 
chosen as a public sacrifice was depreciation. 


“Our depreciation charges are based on 
high costs incurred in the twenties,” it was 
then said. “Let us reduce our depreciation 
charges to current replacement values and 
we will show profits.” It appears to the 
writer that the advocates of a constantly 
changing depreciation base are engaging in 
a hocus-pocus to make things appear to be 
different than they really are. 


Under present-day accounting theory cer- 
tain expenses may not be charged against 
the profits of the year the expenditure is 
made, but must be allocated over the period 
which will benefit by the expenditure. There 
are numerous items in addition to deprecia- 
tion which are allocated: cost of materials 
not consumed, insurance and other deferred 
charges, leasehold improvements and costs of 
patents, to mention only a few. 


“Generally accepted accounting principles” 
do not require that all companies use the 
same rate for allocation of expenses from 
year to year, but that, once a rate is selected, 
it be used consistently. Only in this way 
can the financial statements of a company 


be on a comparable basis from year to year. 


Absurdities in Arguments 


Suppose, for example, that of two com- 
panies in the same business, and of equal 
size, one owned its own factory building and 
the other rented, and that rental costs were 
exactly double the operating costs of a self- 
owned building. It would be absurd to 
argue that “A” Company’s profits were equal 
to “B” Company’s by substituting for rental 
cost the fictitious cost of operating a build- 
ing which it did not own. 


Suppose that a company normally buys 
an integral part of its product at a unit price 
of $1. If, fortuitously, it is enabled to 
buy 100,000 units at a special price of 75¢, 
and if the sales price of the finished product 
were not reduced, shall we deny that an extra 
profit of 25¢ was made on these 100,000 units? 


It is equally absurd to argue that profits are 
not profits, merely because the cost of one 
of the components was incurred at a time 
when comparable prices were lower. As to 
the argument that as equipment is used it 
must be replaced by similar equipment at 
a higher price, should it not first be demon- 
strated that the equipment will actually be 
replaced, and, second, that the cost of re- 
placement will really be at current cost? 


What it boils down to is that, ultimately, 
net profit is the difference between cash 
income and cash outgo. Nor does it matter 
that the cash outgo was expended many 
years back, or is an obligation that may be 
paid several years in the future. Accounting 
theory is merely a means of evaluation of 
the income and outgo, so that each year’s 
operations shall be comparable to those of 
another year, and that the results of any 
year’s operations should not be burdened by 
an expenditure, the benefits of which would 
last into the future, or vice versa. Within 
this rather broad definition there is wide 
latitude for details, but once the precedent 
for details is set, there is no reason for 
deviation. 


Practical v. Theoretical Figures 


The writer can see no reason why the 
government should accept the proposed 
method as a base for the computation of 
taxes. As an eminent jurist once stated, 
“Taxation is a practical matter.” It there- 
fore should be based on practical rather 
than theoretical figures. 


In many tax cases, the decision is based 
upon the question of consistency. Similarly, 
auditing theory stresses consistency in ac- 
counting methods. It appears to the writer 
that, when accountants advocate fluctuating 
clarges for depreciation, they are not only 
violating their own fundamental concepts, 
but are also treading on dangerous paths, 
the results of which may have a serious 
effect on their profession. [The End] 
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ACCOUNTING METHODS— 


A Review of Some Fundamentals 


By ROBERT |. EDELSON 


DON’T CHOOSE 


AN ACCOUNTING METHOD WITHOUT 


CONSIDERING THE TAX ANGLE 





AXPAYERS are given a large degree 

of latitude in their choice of an account- 
ing method to be used in recording the 
various factors of income and expense oc- 
curring in their business operations. Regu- 
lations Section 29.41-3 states that: 


“It is recognized that no uniform method 
of accounting can be prescribed for all tax- 
payers, and the law contemplates that each 
taxpayer shall adopt such forms and systems 
of accounting as are in his judgment best 
suited to his purpose. Each taxpayer is re- 
quired by law to make a return of his true 
income. He must, therefore, maintain such 
accounting records as will enable him to do so.” 


The same regulation, continuing, lists 


three essentials: 


1. In all cases in which the production, 
purchase or sale of merchandise of any kind 
is an income-producing factor, inventories of 
the merchandise on hand should be taken at 
the beginning and end of the year, and used 
in computing the net income of the year. 


2. Expenditures made during the year 
should be properly classified as between 
capital and expense. 


3. In any case in which the cost of capi- 
tal assets is being recovered through deductions 
for depreciation, depletion or obsolescence, 
any expenditure (other than ordinary re- 
pairs) made to restore the property or pro- 
long its life should be added to the property 
account or charged against the appropriate 
reserve. 

1 Special provisions exist for the reporting of 


income on the installment basis, long-term-con- 
tract basis and deferred payment sales method. 


Accounting Methods 


The above regulation lays the broad basis 
for the choice of methods and lists the essen- 
tials to be followed. It should be considered 
in conjunction with Section 29.41-1, for this 
latter regulation confers upon the Commis- 
sioner power to correct a method which 
does not truly reflect the taxpayer’s income. 
Its language is clear: 


“If the taxpayer does not regularly em- 
ploy a method of accounting which clearly 
reflects his income, the computation shall be 
made in such manner as in the opinion of 
the Commissioner clearly reflects it.” 


The regulations quoted above are not 
complicated in language, and they do leave 
the taxpayer a considerable area of choice. 
It is in this wide area of choice that the 
taxpayer and his government have come into 
conflict. 

The nature and complexity of modern 
business have necessarily evolved many 
methods of accounting, and varied techniques, 
for recording business facts. There have 
been many cases arising under these regu- 
lations, and certain general principles have 
evolved as a result. 

There are, generally, two main groupings 
of methods of reporting income:? (a) the 
cash receipts and disbursements method and 
(b) the accrual method. 

Generally, the taxpayer may choose either, 
except that a certain method will be manda- 
tory under the following circumstances: 

“. . in any case in which it is necessary 
to use an inventory, no method of account- 









































































ing in regard to purchases and sales will 
correctly reflect income except an accrual 
method.” ? 


If a taxpayer keeps no books or records 
he must use the cash basis.’ In the Brander 
case, the Board stated in part: 


“He had no method of accounting, for he 
kept no books, and except in an extraordi- 
Mary case ... an accrual method without 
accounting records is an anomaly. Even a 
simple practice of accruals would require 
systematic accounting and some sort of 
bookkeeping.” 

Again, the taxpayer’s basic accounting 
methods may be prescribed by some govern- 
mental body, and the taxpayer must use the 
method ordered. This does not, however, 
compel the Commissioner to accept the 
method in its entirety for income tax purposes.* 


Insufficient Records 


In the absence of books of account, or 
satisfactory evidence that the taxpayer’s 
method of accounting clearly reflects his in- 
come, the taxpayer may be compelled to use 
the cash basis.* However, it is not necessary 

‘that the method in use be entirely accrual or 

entirely cash. Relatively unimportant changes 
in the computation of some items of income 
will not compel a change from a predomi- 
nantly cash basis to another basis.6 The 
business of a taxpayer may be such that 
there cannot be a strict compliance with 
either system. 


It is important that the taxpayer be con- 
sistent in the method he uses. He cannot 
combine the cash and accrual bases, nor use 
inconsistent bases at the same time. “He 
must use one method or the other.”’* 






2 Regulations 111, Section 29.41-2. 

3 John A. Brander, CCH Dec. 1095, 3 BTA 231. 
* National Airlines, Inc., CCH Dec. 15,940, 9 

TC 159. 

5 Greengard, CCH Dec. 2913, 8 BTA 734. 
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In Shoemaker-Nash Inc., CCH Dec. 11,009, 
41 BTA 417, the taxpayer kept its books of 
account and reported its income on the ac- 
crual method. It sold deferred payment 
notes, received in payment for automobiles, 
to finance companies. The finance com- 
panies did not pay over the full purchase 
price of the notes but, by agreement, re- 
tained a portion, releasing this portion only 
upon the taxpayer’s reducing its indebted- 
ness to the finance companies. However, 
the taxpayer did not accrue the entire amount 
of the selling price of its notes at the time 
of sale. The Board held that the taxpayer 
was on the accrual basis, and therefore the 
profit from the sale of notes accrues when 
the notes are sold. 


Different Businesses 


However, there have been cases of indi- 
viduals carrying on two separate businesses 
using different methods of accounting and 
successfully defending their right to have 
both businesses use different accounting 
methods. In Joseph Stern et al., CCH Dec. 
4691, 14 BTA 838, Joseph and Samuel Stern 
were partners. This partnership had for 
many years carried on two separate busi- 
nesses—one, in the operation of retail stores, 
the other, in the buying and selling of coal 
lands. The accounts of the stores were on 
an accrual basis; those of the coal business 
were on a Cash basis. 


The Commissioner reasoned that the same 
partnership owned both businesses, and had 
no right to use two different methods of 
accounting at the same time. The Board 
held that since the businesses were distinct 
and the system used by each accurately re- 
flected income, it was entirely proper to use 


6 First National Bank of Kulm, CCH Dec. 1526, 
4 BTA 317. 

7 Mertens, Law of Federal Income Taxation, 
Vol. 2, 7 12.08. 
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different methods of accounting. It may be 
noted also that a taxpayer may use one 
method of accounting for his business and 
a different method for his personal income. 


Hybrid Methods 


In life, hybrids have often been more than 
a match for the thoroughbreds whose proud- 
est boast was the purity of the blood flowing 
in their veins. In taxation, this is not usu- 
ally so. One is a hybrid at one’s peril. 


A combination of a cash basis with an 
accrual basis is called a “hybrid” method. 
It has also been called a “mongrel system.” ® 


The government has very naturally looked 
with disfavor on a hybrid system, since by 
its very nature it must be inconsistent and 
cannot clearly reflect net income. In an 
early case,® the Board stated: 


“We have found that the petitioner’s books 
of account were maintained upon a some- 
what hybrid basis—partly on the receipts 
and disbursements basis and partly on the 
so-called accrual basis. The method em- 
ployed can not and does not clearly reflect 
the petitioner’s net income for the years in 
question.” 


It is here that the Commissioner’s power 
to compute income so that it is clearly re- 
flected will come into play. In making a 


revised computation, the basis will be the 
one that approaches “more closely the pre- 
dominating method employed” by the tax- 
payer.” If a study of the taxpayer’s records 
indicates that, as a whole, the taxpayer’s 
books compute income on the accrual basis, 
the disputed items will be computed on the 
accrual basis. One must always remember, 
however, that the taxpayer’s method is not 
controlling unless his method clearly reflects 
income. What the taxpayer calls the method 
of accounting is not determinative—the facts 
themselves count. 


In Julia Stow Lovejoy, CCH Dec. 5830, 18 
BTA 1179, the Board stated: “When . 
an item is sought to be deducted, it is not 
sufficiently supported by a showing that the 
taxpayer’s accounting method is categori- 
cally called the ‘cash method’ or that the 
entry on the accounts is consistent with such 
method. It must be shown further that the 


8 Aluminum Castings Company v. Routzahn, 
1928 CCH D-8042, 24 F. (2d) 230 (1927). 

® Maine Dairy Company, CCH Dec. 1514, 4 
BTA 375. 

1° Coatesville Boiler Works, CCH Dec. 3320, 9 
BTA 1242. 

11 Regulations 111, Section 29.41-1. 

122 Reynolds Cattle Company, CCH Dec. 8711, 31 
BTA 206; see also National Builders, Inc., CCH 
Dec. 16,985, 12 TC 852. 


Accounting Methods 


method employed and the entry result in a 
clear and legally correct income.” 


The Commissioner’s power to require the 
use of a method that clearly reflects income” 


cannot be exercised arbitrarily. The Board 
has stated: 


“The primary purpose of the statute is to 
tax income and the computation must be 
made with this purpose in view. To this 
end the Commissioner is authorized to ap- 
prove any change in the method of compu- 
tation, but his authority does not extend to 
the use of any method that does not clearly 
reflect income and he may not arbitrarily 
require the use of such method.” ” 


Permission to Change 


Once the taxpayer has established his ac- 
counting method, he cannot change it, unless 
he obtains permission of the Commissioner.” 
Permission to change will not be granted 
unless the taxpayer and Commissioner agree 
to the terms and conditions under which the 
change will be effected.” 


An interesting case is that of Macleay Estate 
Company Bondholders’ Protective Committee.” 
In this case, sufficient information could not 
be obtained for a complete accounting sys- 
tem, so, for the years in question, the 
taxpayer recorded only cash received. The 
following year, when the necessary informa- 
tion became available, the taxpayer’s books 
were opened on the accrual basis and were 
kept on that basis. The Commissioner at- 
tempted to compel the taxpayer to use the 
cash basis. In the Board’s opinion, returns 
on the accrual basis correctly reflected the 
taxpayer’s income. 


The choice of the accounting method 
which clearly reflects income is of paramount 
importance for several reasons. First, once 
a choice is made, it is difficult to change. 
Permission to change must be obtained from 
the Commissioner. Second, and more im- 
portant, if the Commissioner initiates the 
change, a great tax burden may result upon 
a change to a basis that clearly reflects income. 


If the taxpayer is using a modified cash 
basis, but should be using inventories, the 
Commissioner will desire a change to the 

(Continued on page 264) 


13 Regulations 111, Section 29.41-2. 

14 See Margulies, ‘‘Accounting Methods for In- 
come Tax Purposes,’’ TAxES—The Tax Maga- 
zine, September, 1947, p. 816, for discussion of 
adjustments. 

1% BTA memo. op., CCH Dec. 11,306-D, Board 
of Tax Appeals Service (1940). 
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HE PROTEST and the claim for re- 

fund are closely related. Which, if either, 
is to be filed depends only upon whether 
the tax in question has or has not been 
paid. It makes little difference, theoretically, 
whether you are trying to persuade a revenue 
agent not to ask for more taxes or seeking 
to persuade the government to return a tax 
which has been collected by payment or 
withholding. In either event, you are en- 
deavoring to show that the government 
wants to collect or has collected a tax which 
exceeds the amount to which it is entitled. 
Therefore, both in substance and in form, 
the protest and the claim for refund are 
very similar. Usually what is said about 
one is equally applicable to the other. 


Protests 


The thing to keep in mind constantly in 
preparing a protest is that you are asking 
the government to agree not merely that 
you are right but that the finding of its 
own representative, the revenue agent, is 
wrong. Unless the protest is very con- 
. Vincing, accomplishing such a reversal can 
hardly be anticipated. In the protest you 
must impress the reader that you believe 
you are right, and that if you did not believe 
you were right, you would accept the agent’s 
findings; and you must sell him the idea 
that you are, in fact, right. To make the 
sale you must have the goods to sell, you 
must believe in them, and you must exert 
your every effort. 


Proper preparation of the protest requires 
the utmost skill because it must set forth 
all the facts involved and, above all, every 
bit of persuasion available. Its function is 
to induce those who read it to agree with 
the correctness of your conclusions, 


These are, therefore, two vital elements 
in a protest: 


(1) All the facts which can be marshaled 
to show that you are right. 


(2) All the persuasion which can be used 
to convince another that you are right, on 
the basis of both law and equity. 


Analysis 


The proper and logical starting point in 
the preparation of any protest is a careful 
analysis of the revenue agent’s report—the 
R. A. R. Therein are the initial obstacles 
to be overcome, and they must be com- 
prehended in all their aspects if ultimate 
success is to be achieved. You must make 
certain that you have learned the answers 
to the following questions: What did the 
agent actually find? What does his report 
say he found? What did he allege was the 
basis of the adjustment he made? And 
how has he in fact computed his adjust- 
ment? You must first assure yourself that 
the agent did do what he said or what he 
thought he was doing. Some rather fan- 
tastic stories can be written about errors 
in agents’ reports which at first were not 
noticed because attention was centered only 
upon the principle involved, whereas the 
facts as found made the case quite different 
from what it had seemed at first. 


This analysis will not be completed until 
you have recognized every instance in which 
the revenue agent may have erred. Final 
determination of whether the revenue agent 
has in fact erred will have to be deferred 
until you have completed the next step— 
the preliminary investigation, which em- 
braces a study of the facts involved and 
the tax principles presented thereby. The 
analysis should disclose to you the revenue 
agent’s findings of the facts, his conception 
of the tax principles involved and his con- 
clusions as to the tax consequences which 
result from applying those tax principles 
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to those facts. Moreover, the analysis should 
disclose in what respects he may have erred 
in any one or more of those three steps 
which preceded the writing of his report. 

Not infrequently it is found that the real 
tax question involved in a protested adjust- 
ment and the tax problem stated in the 
R. A. R. are not identical. Sometimes the 
real tax problem includes, but is not re- 
stricted to, the tax problem advanced by 
the revenue agent; sometimes the real tax 
problem is wholly different from that ad- 


By PAUL D. SEGHERS 


vanced by the revenue agent. You must 
ever be alert in uncovering the real tax 
problem, and must not permit yourself to 
be lulled into the false position that the 
problem raised by the revenue agent is the 
only tax problem involved. Without this 
precaution, your client may miss valuable 
opportunities for tax savings, or may find 
that the cost of effecting a saving by favorable 
determination of one tax problem is an 
even greater tax liability, as a result of 
unfavorable determination of another tax 


This article is based on an address which Mr. Seghers, a New York 
CPA, delivered at the Third Annual Tax Forum of the University 
of Pittsburgh in November, 1949. The Forum lectures are to be 


problem which actually exists and is raised 
by filing the protest. Your analysis must 
satisfy you that the protest of a particular 
issue will not produce more trouble than 
advantage. 


Investigation of Facts 


Your preliminary investigation should in- 
clude a study of the tax returns themselves 
and an examination of all related correspond- 
ence with the Bureau, including copies of 
any statements or memoranda, formal or 
informal, furnished to the examining revenue 
agent. 


Preparation of the protest can be com- 
pleted only after a thorough investigation 
of all available facts that might affect each 
and every issue which may be raised :by 
the protest, whether or not raised by the 
R. A. R. Such an investigation should in- 
clude a study of all documents relating to 
the transactions involved, including the books 
of account, accounting reports, SEC reports, 
records of any civil litigation or tax cases 
that may have involved the transactions in 
question and R. A. R.’s and protests for 
other years. Scarcely anything can be more 
embarrassing than to get into a tax case 
and then for the first time find that there 
has been a published decision involving the 
same parties or the same transaction. Usually 
the taxpayer will volunteer the information; 
but sometimes it. is worth while to check 
the citator, just on the chance that the 
taxpayer has had some litigation about which 
the taxpayer has said nothing, either inten- 
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tionally or for the reason that the litigation 
occurred prior to the tenure of present 
management. 


Your familiarity with such a case and its 
holding will impress your client considerably, 
especially if he learns something he did not 
know about his own company. Such an 
investigation cannot be confined to tax 
litigation. Civil litigation between the tax- 
payer and a third person may have determined 
an issue important in the tax matter, such 
as whether a partnership or a mere agency 
existed. Even though such a decision may 
not be res judicata in the tax matter, you 
may find that it is impossible for you to 
explain it away, or that it can successfully 
be explained away only to the satisfaction 
of an appellate tribunal in which event the 
cost involved may be too great for the tax 
matter under consideration. 


It is imperative that you question every 
individual who may have personal knowledge 
of or may have been involved in the trans- 
actions concerned in the protest. Sooner 
or later, the memory of a person with such 
knowledge will be refreshed; and by learning 
the facts, you may avoid much embarrass- 
ment and at the same time learn something 
that can be very helpful. Nothing less than 
a thorough investigation is adequate to 
insure that the protest will emobdy the 
best presentation of your case and to guard 
against dangerous, embarrassing and perhaps 
fatal surprises. 


Keep in mind, throughout the handling 
of the protest, the possibility of uncovering 
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grounds for a refund, either for the year 
examined by the revenue agent or for some 
other-year. Be on guard against the running 
of the limitation period within which claims 
for refund must be filed. 


It may be desirable to file a protest be- 
cause your investigation of the whole situa- 
tion, including the basic tax return, reveals 
matters which offer an opportunity to re- 
duce the tax or even to obtain a refund. 
What seems to be a hopeless case may not 
in fact be hopeless, if adjustments in favor 
of the taxpayer can be discovered to offset 
those proposed by the revenue agent. 


On one occasion, a bank was caring for 
the affairs of a rather wealthy individual 
who had a very large income but who had 
failed to follow the status of his investments. 
He had sustained a loss on some shares of 
Kruger & Toll, and it appeared that he was 
too late to obtain the tax benefit of that 
loss. The bank felt that no one would be 
willing to handle the matter because it 
seemed that there would be no fee and no 
results. The handling of the matter was 
undertaken, not because there was any hope 
of securing a benefit from the Kruger & 
Toll loss, but because it seemed likely that 
if the taxpayer had been careless enough 
not to investigate worthless securities of 
that kind, he probably had some other sour 
lemons, some of which might have turned 
sour during tax years that were still open. 
The final result was that instead of paying 
additional tax, the taxpayer received a re- 
fund of almost $16,000. Actually he even 
obtained some little tax saving on the loss 
from the Kruger & Toll issue through the 
liquidating corporation. This shows how 
time spent in making an investigation not 
only is essential but can prove highly ad- 
vantageous. 


Investigation of Law 


Your legal research of the Internal Revenue 
Code, the Regulations, the T. D.’s, the I. T.’s 
and the cases decided in the Tax Court, 
the District Court, the Court of Appeals 
and the Supreme Court should be completed 
at this time. By learning what decisions 
have been reached in other cases, you will 
learn what facts are important to look for 
in your investigation. You will learn how 
your facts may be presented in their best 
light and what facts should be stressed in 
your protest. Not infrequently you will 
discover that your facts present, for in- 
clusion in the protest, issues which you had 
not recognized or which, if recognized, were 
thought to be inconsequential. Many times 


the “bright idea” or the “novel argument” 
which you see in the protest prepared by 
another had its origin in some published 
court decision. 


Your research cannot be too painstaking. 
Cases for and against you are equally im- 
portant. You must find the “last word.” 
A T. D., an I. T. or a decision may have 
been reversed, modified or distinguished. 
You may find that a question of interpreting 
a statute is involved, in which event it is 
necessary to study the legislative history 
of the law. 


Alternatives 


Filing a protest is not the only way, it 
must be remembered, to put in issue the 
tax problems created by the protested ad- 
justments. 


The R. A. R. proposing the deficiency 
may be ignored pending receipt of the ninety- 
day notice, which will afford a basis for 
either (a) the filing of a petition with the 
Tax Court; or (b) after the assessment and 
payment of the tax, the filing of a claim for 
refund, which, if not allowed, will permit 
suit for recovery of -the amount paid in the 
United States Court of Claims or in the 
United States District Court. 


The factors to be considered in reaching 
a decision on these and related questions 
are outside the scope of the present topic. 
Nevertheless, before deciding to file a protest, 
you should weight the advantages and disad- 
vantages of the alternative methods of pro- 
curing relief. Each of the methods should 
be carefully considered before the decision 
is made to file a protest. 


If a claim for refund is filed, and the 
statutory period for making assessments 
of additional tax expires, the amount at 
stake can never exceed the amount of refund 
claimed. On the other hand, the filing of 
a protest is likely to necessitate the giving 
of a consent extending such statutory period, 
leaving the year open to further assessments 
not originally in question. 


Writing of Protest 
The protest should be composed of four 
major parts: 


(1) A brief but clear statement of the 
issues involved. 


(2) A complete statement of all the es- 
sential facts. 


(3) A discussion of the tax principles in- 
volved in each issue. 
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(4) A summary statement of your con- 
clusions as to each issue and of the correc- 
tions you are seeking. 


The essential elements which the protest 
must contain are set forth in Mim. 3937, 
XI-1 CB 61, a copy of which is usually 
transmitted to the taxpayer with the R. A. R. 


The information so required need not be 
presented in the “A-B-C-D” order shown 
in the mimeograph; it may be presented in 
any way and in any order, as long as it is 
included in the protest. Accountants gen- 
erally prefer to present the protest in the 
form of a letter. Its informality and psy- 
chological approach are cited as reasons 
why the letter form is preferable. The 
lawyer is more inclined toward the “brief” 
form of protest, which some believe is more 
impressive because of its formality and legal 
appearance. 


Statement of Issues 


The statement of the issues should be a 
condensed tabulation, setting forth each 
adjustment, or failure of the revenue agent 
to make an adjustment, which is being pro- 
tested. The statement of each issue, though 
brief and clear, must be complete, indicat- 
ing not only the nature of the taxpayer’s 
objection to the conclusion reached by the 
revenue agent with regard to such issue, 
but also the respect in which it is believed 
that the revenue agent erred and the cor- 
rection which is being sought. 


Usually it is good practice to list the 
issues in the order of their importance, 
grouping together all interrelated issues. 
Departure from this method becomes de- 
sirable where one of the issues, although 
not of greatest importance, is so susceptible 
to determination in favor of the taxpayer, 
and the revenue agent’s determination to 
the contrary is so obviously incorrect, that 
a first impression of the soundness and 
correctness of the taxpayer’s protest will 
be created by giving such issue precedence. 


Never protest an issue on which you 
know the conclusion of the revenue agent 
is right. Even if you are certain that his 
method of arriving at that conclusion is 
wrong, deal briefly and merely as a matter 
of record with those issues on which you 
cannot hope to win’in the revenue agent’s 
office because of clearly contrary provi- 
sions of the Regulations or Bureau rulings. 
Such issues can never be won at the original 
protest level, and it is inadvisable to spend 
time on them at this stage. If, even though 
you are right, the Regulations, Treasury 
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rulings or Treasury instructions to the 
agents are squarely against you, the agent 
and the conferee will be unable to agree 
with you, even though they may recognize 
the soundness of your position. Merely 
state the issue for the record. It is not 
necessary to stress it, because if the agent 
agrees with you, he and the conferee will 
give it consideration when other issues are 
settled, as long as it is clearly stated in 
the protest. 


Statement of Facts 


All of the essential facts must be pre- 
sented. The presentation should be as simple as 
possible. The reader must be able to under- 
stand your protest with as little difficulty 
as possible. You must marshal the facts 
for him; do not expect him to make an 
independent search. Frequently it is wise to 
start this portion of your protest with the 
statement of facts about which there can 
be no dispute. Often a chronological state- 
ment is more lucid. Where dates are im- 
portant, minimize confusion by omitting 
mention of unimportant dates. Where sev- 
eral issues are involved, clarity may be 
served by highlighting the facts with head- 
ings. Short sentences are usually clearer 
than long ones. 

As a general rule, it is not wise to empha- 
size the errors in the revenue agent’s re- 
port; give all the facts necessary to prove 
the correctness of your own position. 

It is better to avoid all argument in this 
part of your protest. That is simply a 
matter of good practice. It is essential 
that the facts be accepted as stated. The 
inclusion of opinion or argument at this 
point would weaken all your facts. 

When possible, include evidence in sup- 
port of the asserted facts. Photostats 
(rather than copies) of letters, bills, can- 
celed checks and other documents lend au- 
thority to your statements of fact. If the 
factual presentation is necessarily lengthy, 
the evidence should be submitted in your 
protest in the form of exhibits, so that 
conciseness will not be sacrificed and the 
thread of your story will not be broken. 
If the facts are few, it may be wise to 
include all documentary evidence as part 
of the text of your protest, so that the 
reader will find each item of such evidence 
in proper sequence without having to look 
elsewhere. 

Photographs can often be used to great 
advantage because the picture will eliminate 
the use of many words. Graphic charts can 


be invaluable; not only do they attract and 
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hold attention, but they almost literally 
compel acceptance of the truth of the facts 
and relationships they show. By use of 
charts, the relationship of figures can be 
presented in the shortest and clearest man- 
ner. Furthermore, a chart can be used as 
a self-check, because if your position is not 
justifiable, you will probably find it im- 
possible to make a chart which shows what 
you would like it to show. 


Argument 


Your argument is the link between the 
facts as to each protested adjustment and 
your conclusion as to their tax effect. 


This is the point at which you do your 
best to sell your point of view—to persuade 
favorable action on your protest. ‘ 


What you say here, how you say it and, 
above all, the spirit in which you present 
your viewpoint are vitally important. Read 
and reread all of your protest, but especially 
this part; critically edit and revise it. Su- 
preme Court Justice Brandeis is said to 
have made as many as fifty-three drafts of 
a single opinion. Your protest is not ade- 
quate until you feel certain that your argu- 
ments must convince the reader of the 
sincerity, truth and correctness of your 
conclusions. 


Words are the bearers of your thoughts 
to the minds of those who will read your 
protest. They must be chosen carefully 
and organized skillfully if they are to ac- 
complish the end you are seeking—their 
acceptance and resulting favorable action. 
Make certain that they convey to another 
what you intend them to convey—never 
forget that what might seem clear to you 
who have studied and investigated the facts 
and issues may not be clear to one who 
‘is learning of the matter for the first time. 
Sometimes it is helpful at this stage to 
review your argument a week or more after 
it is written to see whether you find it 
clear when considered afresh. 


My own preference is to interweave state- 
ments of principles, conclusions and argu- 
ments at this point in the protest, very 
much as one would do in explaining the 
problem to a sympathetic listener on one’s 
own side. Remember that the object is to 
“persuade” rather than to “contend.” 


Every effort should be made to avoid 
in your protest the use of contentions, 
disputations or argumentative words or ex- 
pressions. Whenever possible, the tone and 
language of your protest should be that of 
a friendly business letter; it should make 


no reference to “the taxpayer,” but should 
be written and signed by the taxpayer, and 
should use the first person throughout. 


Citation of Authorities 


Check in a citator all cases you expect 
to use, in order to discover if any of them 
have been reversed, qualified or modified in 
any respect. Be wary of relying upon any 
case pending on appeal, because a reversal 
of such a case might be fatal to your position. 


Think twice before you attempt to ex- 
plain away unfavorable decisions and rulings; 
do not present your opponent’s arguments 
—you may be telling him something he has 
not thought of. If he does bring it up, 
your opportunity of rebuttal will come; 
and if necessary, you may submit a supple- 
mental protest. 


You will, of course, cite all authorities, 
especially Bureau rulings and decisions which 
the agent or conferee is duty bound to 
follow in favor of your position. Where 
they can be shown to be controlling, they 
may insure success, provided you have given 
all the facts necessary to establish that 
your tax problem is the same as that in- 
volved in such favorable rulings and deci- 
sions. Without that essential groundwork 
of facts, however, nothing can be accom- 
plished by merely establishing the principles 
for which you contend. 

Do not give lengthy quotations from the 
Code or Regulations, or from rulings or 
decisions, unless they are of great signifi- 
cance in your case. 


Conclusion of Protest 


The conclusion of your protest should 
be a brief summary of your position 


* and the correct method of handling each 


protested item. Make clear just what cor- 
rections you are asking. This obvious step 
is frequently overlooked, or not adequately 
covered in protests. This is your request 
for the relief you are seeking. Be sure to 
make the request. 


Claims for Refund 


Before starting to prepare a claim for 
refund, be sure (1) that it can be filed and 
(2) that it is wise to file it. It is un- 
fortunate but true that a taxpayer who 
has overpaid his tax and seeks to recover 
the overpayment is treated with much greater 
severity and suspicion than one who has 
taken advantage of every possible deduc- 
tion, however doubtful it may be, and is 
charged with having underpaid his tax. 
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From the revenue agent to the office of 
the Chief Counsel of the Bureau of Internal 
Revenue, reporting to the Joint Congres- 
sional Committee on Internal Revenue Taxa- 
tion if the refund sought amounts to more 
than $200,000, every effort is made by the 
Treasury authorities, not only to discover 
some grounds for disallowing the claim for 
refund, but to discover some basis upon 
which to impose additional taxes, if the 
time for assessment has not yet expired. 
Recognizing the fact that claims for refund, 
no matter how meritorious and wunques- 
tionably sound the grounds therefor may 
be, frequently lead to the assessment of 
additional taxes, every reasonable precau- 
tion must be taken to guard against the 
filing of a claim that will result in an 
assessment against the taxpayer. 


Furthermore, it is vital to make sure 
that the grounds for claiming refund will 
not, if allowed, result in the government’s 
seeking to impose a greater amount of lia- 
bility for prior or subsequent years. For 
prior years, it’s purely a matter of mathe- 
matics—a careful study of what the effect 
of the proposed adjustments will be. But for 
future years, it is a matter of mathematics 
plus speculation as to what the future tax 
law will be as the result of new legislation, 
rulings and judicial decisions. Thus, keep- 
ing abreast of the tax law is essential in 
reaching a sound decision as to whether or 
not a claim, otherwise desirable, should be filed. 


Technical Limitations 


Can a claim for refund be filed, and is it 
subject to any limitation on the amount 
that can legally be refunded? 


It is general knowledge that under Code 
Section 322 (b) (1), a claim for refund of 
any amount up to the amount of the tax 
paid may be filed within three years from 
the time the return was filed or within two 
vears from the time the tax was paid. 
However, many taxpayers have been sadly 
disappointed to discover that under Section 
322 (b) (3), the two-year period is reduced 
to only six months, where the tax was 
paid on the basis of an assessment made 
pursuant to the taxpayer’s consent to the 
extension of the statute of limitations (by 
the signing of Form 872). In other words, 
by consenting to the request for an extension 
of the limitation period within which the 
government must act, the taxpayer re- 
duces the period within which he may file 
his own claim for refund to six months 
after the close: of the period of the exten- 
sion, regardless of the date of the filing of 
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the return or the payment of the tax. Al- 
though it is patently unfair so to penalize 
the taxpayer for cooperating with the gov- 
ernment and although such a result is 
certainly contrary to the intent of the 
legislature in enacting this provision, never- 
theless a great many claims for refund have 
been rejected on this technical ground. 


In the usual case, where the grounds for 
refund cannot be stated in the small space 
provided in the claim (Form 843), it is 
necessary to attach to the form a support- 
ing statement. Such a statement should 
present all essential facts to justify the 
claimed refund, and it should also present 
a clear explanation of the basis upon which 
the facts make the claimed refund allowa- 
ble. Both in substance and in form the 
statement may be very similar to that con- 
tained in a protest. The purpose is sub- 
stantially the same—to secure favorable 
action on your claim as to how the taxpayer’s 
liability should be determined. Hence, the 
principles applicable to the preparation of 
a protest are equally applicable to the prepa- 
ration of the statement in support of a 
claim for refund. 


General Suggestions 


Stress the equities in your favor. Even 
though they may be technically irrelevant, 
they may at least gain sympathetic con- 
sideration for your views, and, therefore, 
prove to be the deciding factor in the 
disposition of your protest or claim for 
refund. While the taxpayer can scarcely 
hope that his equities will accomplish for 
him what the government’s equities accom- 
plished for it in cases such as Gregory v. 
Helvering, 35-1 ustc J 9043, 293 U. S. 465, 
nevertheless he can frequently get some 
practical recognition, certainly at the pro- 
test or claim-for-refund stage. 


Eye-attractiveness and readability are both 
helpful in getting your message across. 
They also make a lasting favorable impres- 
sion on those who must act upon your 
protest or claim. 


Remember that those who may be willing 
to pass favorably on your protest or claim 
for refund must be able to justify their 
decisions. Furnish them with all the facts 
and evidence that you would demand if 
you were asked to approve such a claim, 
whether for reduction in the amount of a 
proposed tax, or for refund of a tax already 
paid. 

Finally, the best protest is the one you 
never have to file—that is, one where you 
are able to satisfy the revenue agent (and 
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his superiors, if necessary) before his report 
is submitted. Efforts spent in this way 
may effect great time savings and prove 
advantageous in many ways. 


The following is an instance of the re- 
sults which can follow from failing to 
settle a matter before the agent’s report is 
written: 


The taxpayer’s attorney let it be known that 
the case would be fought up to the Supreme 
Court, if necessary. It happened to be an 
estate tax matter which involved the ques- 
tion “Who were the physicians who at- 
tended the decedent in his last illness?” 
The seemingly obvious source of informa- 
tion was used; the executor’s accounting 
was examined and the names and addresses 
of the doctors whose bills were paid were 
furnished. Interviewing the hospital offi- 
cials or the doctors or anybody else was 
dispensed with as being unnecessary. The 
fact that one of the names listed was a 
veterinarian who had taken care of the 
decedent’s dog was probably embarrassing, 
but did not prove to be damaging. Also 
included was a doctor who had not at- 
tended the decedent for four years and 
whose diagnosis made at that time disclosed 
that decedent had contracted an incurable 
disease. The question of gifts in contem- 
plation of death was thereby raised. That 
physician happened to be at odds with the 


Win a Battle, 
Lose a War 


The instructions accompanying tax blanks‘ 


. tell the residents of Florida that the gas 
tax in their state is not deductible for 
income tax purposes. The reason dates 
back to an effort on the part of the State 
of Florida to make Uncle Sam pay the gas tax. 


The Miami Herald is urging readers to 
needle the state legislature into re-enacting 
the gas tax law. In the early state gas tax 
laws, it was clearly stated that while the tax 
had to be paid by the dealer, it was neverthe- 
less imposed on the consumer. Then Uncle 
Sam began buying a lot of gas, but said 
about the seven-cents-per-gallon tax, “You 
can’t tax the federal government.” The 
matter went to the Florida Supreme Court, 
and it was held that the tax was really 
imposed on the dealer. So Uncle Sam had 
to pay the tax. 
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decedent, with whom he had had trouble. 
The decedent had never paid his bill, which 
fact accounted for its having been paid 
after his death four years later. The 
alert revenue agent saw all the doctors, 
including this physician, and a serious con- 
templation-of-death issue resulted. 


The proposed tax ran to a very large 
figure. Care in preparing that estate re- 
turn would have avoided the whole problem. 
Tact in dealing with the revenue agent or— 
with the revenue agent’s consent and per- 
mission—with his squad leader could proba- 
bly have produced the settlement which, 
after much unnecessary work and time, was 
reached after a protest was filed. Actually, 
that settlement was reached only after 
difficulty because the antagonized agent 
had “thrown the book” at the taxpayer. 


A review of the papers published in the 
1946, 1947 and 1948 proceedings of the New 
York University Institute on Federal Taxa- 
tion on the same general topic as here dis- 
cussed will disclose that in every instance 
the writers stress the same basic principles 
involved in the art of writing a persuasive 
“brief’—the vital importance of presenting 
all the facts, the psychological approach, 
the taking of great pains in wording and 
the seizing and holding of the attention of 
those who must act on the protest or claim 
for refund. {The End] 


From then ‘on the Bureau of Internal 
Revenue ruled that Florida residents could 
not deduct the tax because their own su- 
preme court had decided the tax was imposed 
on the dealer. 


The technicality involved is this: If the 
tax is imposed on the consumer, the con- 
sumer may deduct it; if it is imposed on the 
dealer, the consumer may not deduct it. 


To point up the absurdity, the dealer 
pays the sales tax just as the filling station 
pays the gas tax after collecting from the 
consumer. Yet the one is deductible and 
the other is not. The Miami Herald wants 
the re-enactment to state in airtight lan- 
guage that the tax is on the consumer. It 
will mean that the government will be able 
to buy gas without paying the gas tax, but 
Florida residents will derive an income 
deduction that will come to a considerable 
figure at the rate of seven cents a gallon. 
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AN ANALYSIS OF THE MORRISDALE COAL MINING DECISION 


RELIEF UNDER 


SECTION 721 


By JULIAN O. PHELPS — — Lybrand, Ross Bros. & Montgomery, Chicago 





TS TAXPAYER’S SUCCESS in Mor- 
risdale Coal Mining Company, CCH Dec. 
17,208, 13 TC —, No. 61, promulgated Sep- 
tember 30, 1949, follows a trend which has 
become increasingly evident of late. There 
are frequent signs that a taxpayer who 
sought relief from the wartime excess profits 
tax by way of Section 721 is generally 
ahead of his neighbor who followed the 
Section 722 route. 


A claimant under Section 721 is spared 
the crystal-ball gazing entailed in a recon- 
struction of the base period. Then, in the 
Treasury Department, his claim follows the 
“main line” taken by standard issues through 
the examination, conference and Technical 
Staff stages. He avoids the special process- 
ing prescribed for claims under Section 722, 
with all the difficulties and delays which 
have hampered the administration of that 
law. It is quite likely that his progress is 
also faster because he is traveling in a 
smaller company, although this is uncertain 
because the number of claims under Section 
721 has not been published. Finally, if need 
be, his case will reach the Tax Court with 
relative expedition. He will find that the 
court is not too much impressed by the 
many rules established by the Treasury 
Department in its possibly overzealous de- 
sire to protect the public revenues against 
taxpayers’ claims. On the contrary, the 
court has shown a consistent intent to give 
relief where it is due, and to refrain from 
burdening the taxpayer with insuperable 
difficulties of proof. The result in the 
Morrisdale case bears witness to this intent. 

To summarize the facts, in 1940 the 
Morrisdale Coal Mining Company was op- 
erating several underground coal mines in 
Pennsylvania. Since these mines were ap- 


Section 721 





proaching exhaustion, it acquired the min- 
ing rights to a new location and started 
development work, all about the middle of 
1940. In March, 1942, mining rights to a 
tract adjacent to the new location were 
acquired. The new mine was extended un- 
derground into this second tract, and the 
original entrance and surface facilities were 
used for the work of both parts of the 
mine. The development of the combined 
property was completed in September, 1942. 
The taxpayer claimed relief under Section 
721(a)(2)(C) for the year 1943. It con- 
tended that the income from its new mine, 
being the result of development work in 
prior years, was attributable to those prior 
years for excess profits tax purposes. 

Judge Van Fossan’s majority opinion 
sheds light on four problems which fre- 
quently confront claimants under Section 
721. The opinion does not offer much in 
the way of definite statements of principles. 
This may be just as well, since the factual 
situations vary so widely in these cases. 
As in the past, the court reaches a conclu- 
sion based on a broad interpretation of the 
section. It declines to become involved in 
a meticulous scrutiny of all the technicali- 
ties which can conceivably be interposed 
between the taxpayer and relief. 

The above-mentioned four problems, which 
are considered separately herein, may be 
stated as follows: 

(1) What development is taken into ac- 
count? 

(2) To what extent must the develop- 
ment income be segregated into “items”? 

(3) What income is attributable to ac- 
tivities other than development? 


(4) What adjustment is required for 


changes in business conditions, etc. ? 
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Income from Development 


The Commissioner contended that the 
taxpayer’s income from development in 1943 
must include the income from the old mines 
as well as from the new mine, since pre- 
sumably the old mines also had _ been 
developed at some time in the past. In re- 
jecting the contention, the court pointed 
to the definition of the “separate class of 
income” in Section 721(a)(2)(C): “income 
resulting from development ... of 
tangible property extending over a 
period of more than 12 months.” The 
court found that the income from the new 
mine met this definition, and that such 
income was therefore a “separate class of 
income.” It decided that under the statute 
no further attention need be given to in- 
come from the old mines. 


A comment in the dissenting opinion of 
Judge Disney, the lone dissenter, may give 
the basis for the conclusion reached by the 
majority. Apparently he believes that the 
majority would permit income from devel- 
opment of a single tangible property to con- 
stitute a “separate class of income,” even 
though several properties had been developed. 
This is opposed to his interpretation, which 
is that all income from development of all 
tangible property must be aggregated to 
arrive at the “separate class of income.” 

A somewhat similar question arose in 
Geyer, Cornell, Newell, Inc., CCH Dec. 14,943, 
6 TC 96, acq. 1946-1 CB 2, a case involving 
an advertising agency. The question was 
the classification of income which did not 
fall into any of the six classes in subpara- 
graphs (A) to (F) of Section 721(a)(2). 
Specifically, could the income from each 
client constitute a “separate class of in- 
come”? The court did not find it neces- 
sary to decide the question, but it did state’ 
that “no valid objection to such separate 
classification occurs to us.” Possibly, in 
the Morrisdale case, the court considered 
that similar treatment could be accorded 
under subparagraph (C) with respect to the 
income from each property. 

A more likely basis for the conclusion here 
is suggested in the statement in the ma- 
jority opinion that all of the old mines 
“had been for some time in the production 
stage.” While the opinion does not empha- 
size this point as a support for the decision, 
it is consistent with the findings in Knight 
Machinery Company, CCH Dec. 15,038, 6 
TC 519, dealing with machine tools, and 
Soabar Company, CCH Dec. 15,215, 7 TC 
89, acq. 1946-2 CB 5, dealing with textile- 
ticketing equipment. In the former case a 


262 





radically changed product was marketed in 
the test period, for which relief was allowed. 
In the latter case there was no internal 
change in the business in the tax year or 
test period, and relief was denied. 


Thus, the Morrisdale case seems to follow 
the pattern previously established, although 
the resemblance certainly is not empha- 
sized in the opinion. A development quali- 
fies for the purposes of Section 721(a)(2) 
(C) if it had not passed beyond the initial 
exploitation stage by the beginning of the 
test period. Where there is income in the 
tax year from a development fully exploited 
before the test period, it would seem that 
such income is not to be taken into account 
under Section 721. 


‘Items of Income” 


As previously mentioned, the new mine 
was operated under two distinct leases ac- 
quired from two distinct landlords. The 
majority opinion gives considerable atten- 
tion to the Commissioner’s contention that 
ithe income from each lease must be treated 
separately. While the importance of this 
question is not clearly explained, the Com- 
missioner may have contended that income 
from the second lease did not qualify under 
Section 721, since the development of that 
lease was completed less than twelve months 
after the acquisition. 


The Commissioner relied on his Mim. 
6082, 1946-2 CB 95, which supported his 
position. The property being operated as a 
single economic unit, it is to be expected 
that a computation on the Commissioner’s 
basis, necessarily reflecting arbitrary alloca- 
tions of costs between the two leases, would 
have been of dubious value. The court 
considered the circumstances as well as 
decisions on a related point involving de- 
pletion. It concluded that it was not bound 
by Mim. 6082, and that the operation should 
be treated as a single property, the develop- 
ment of which extended over a period of 
more than twelve months and thus met the 
time requirement in Section 721(a)(2)(C). 

In the Morrisdale case the meaning of 
“items of income” and “units of property” 
had technical aspects peculiar to operators 
of mines and oil wells. However, a similar 
problem frequently arises in cases involving 
manufacturers’. For example, a concern 
may enter upon a development project of 
great promise. It is known that the project 
will lead into unexplored territory, and at 
the beginning there can be no certainty as 
to its future course and the ultimate goals. 
As the development proceeds, it makes pos- 
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sible the marketing of new products from 
time to time. The cost of developing one 
particular new product can be obtained 
only by arbitrary allocations. The period of 
development of any of the products may 
be considered to begin with the original 
project. For example, in Knight Machinery 
Company, the taxpayer developed a new 
type of machine tool. From time to time 
it offered a new model of the same general 
type. Similar examples may be found in 
the chemical and other industries. 

The conclusion of the Tax Court in this 
phase of the Morrisdale case is an indication 
that an equally broad view will be taken 
in Section 721 cases involving other in- 
dustries. Thus, the taxpayers may be spared 
from dividing and subdividing their devel- 
opment operations to arrive at minute “items 
of income,” for each of which a separate 
and medningless accounting may be required 
under the Regulations. 


Income Attributable 
to Other Activities 


The Regulations provide that “if the tax- 
payer engages in manufacturing, marketing, 
4 or similar activities, only such por- 
tion of the resulting income as is attributa- 
ble to . . . development is within the class 
of income described in this section.” (Regu- 
lations 112, Section 35.721-7.) It must be 
a rare situation where a definite part of 
the income from a newly developed product 
is clearly attributable to development and 
the balance of the income is clearly at- 
tributable to other activities, such as manu- 
facturing. If the rule is to be enforced, 
some arbitrary allocation is required. For 
example, the Treasury Department some- 
times insists that two thirds of the income 
from a particular product may be at- 
tributed to development. 


In the cases where the Tax Court has 
approved the granting of relief, it seems 
generally to have paid a minimum of at- 
tention to the presence of activities other 
than development. In Knight Machinery 
Company, the entire income from the new 
products was treated as development in- 
come. The adjustment made in Rochester 
Button Company, CCH Dec. 15,321, 7 TC 
529, for loss of income from old products 
supplanted by the new products may be 
remotely a result of the rule. “Mention of 
this point was made in later cases, includ- 
ing Ramsey Accessories Manufacturing Cor- 
poration, CCH Dec. 16,303, 10 TC 482, and 
Keystone Brass Works, CCH Dec. 16,922, 
12 TC 618. 
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To quote from the opinion in Knight 
Machinery Company: 

“The statute deals with the source of the 
income, not the character of the taxpayer’s 
activities, whether they be single or multiple. 
The property of the petitioner was devel- 
oped in order to enable it to carry on its 
business. The abnormal income was de- 
rived from the sale of that property.” 


The view expressed in the quotation is 
in accord with the literal meaning of the 
words “income resulting . . . from devel- 
opment” in Section 721(a)(2)(C). There 
may be several activities which contribute 
to the profit realized on the sale of a 
product. It cannot be gainsaid, however, 
that the entire profit is a consequence of the 
fact that there was, initially, development. 


It is encouraging to note in the Morris- 
dale case that no reference is made to in- 
come attributable to activities other than 
development. 


Business Factor 


3eginning with Knight Machinery Com- 
bany, the Tax Court has recognized that 
income resulting from improvement in busi- 
ness conditions is not to be attributed to 
prior years. This is in accord with the 
general intent of the excess profits tax— 
that war profits are to be subject to the 
tax. The usual procedure is to find some 
index measuring conditions in the taxpayer’s 
industry. The improvement shown by the 
index number for the taxable year over the 
average for the four-year test period is then 
determined. If, for instance, this improve- 
ment is twenty per cent, then the net 
abnormal income otherwise attributable to 
earlier years is reduced by 20/120 of itself. 


In the Morrisdale case, the adjustment 
was made by the elimination of that part 
of the selling price per ton representing an 
increase over the average price for the pre- 
ceding year, less the increase in average 
cost of production, or a net amount of 6.45 
cents per ton. Possibly only business con- 
ditions in a staple commodity such as coal 
may be measured better in this way than 
by an index, and the method does not have 
wide application. It is, nevertheless, a de- 
parture from previous usage, and may be 
helpful in the prosecution of claims still 
unsettled. 


The increase in average cost of produc- 
tion per ton from 1942 to 1943, as taken 
into account by the court, was 39.56 cents 
(against an increase in selling price of 46.01 
cents). 


In Southwestern Oil & Gas Com- 
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pany, CCH Dec. 15,176, 6 TC 1124, the 
Commissioner contended that an increase 
in income was the result of a decline in 
costs and therefore was not attributable to 
prior years. The court rejected this con- 
tention on finding that the cost of each 
unit produced declined as the volume from 
a new property increased, but that the prices 
of services and materials purchased had 
increased rather than declined. In the Mor- 
risdale case, sales from the new mine rose 
from 78,508 tons in 1942 to 203,909 tons in 
1943. It seems likely that the increase in 
costs would have been much more than 
39.56 cents per ton had there not been 
savings due to increased volume. Possibly 
this point can be raised to reduce the ad- 
justment for improvement in business, where 
unit costs enter into the calculation. 


Dissenting Opinion 


Two of the objections made in the dis- 
senting opinion appear not to take into 
account certain rules provided in the Regu- 
lations. According to this opinion, the 
taxpayer admits that the income from the 
new mine is of a class normally received 
* by the taxpayer. The taxpayer is therefore 
admitting, the opinion continues, that all 
the income from the old and the new mines 
falls into the same class, i.e., income from 
development (a result which would proba- 
bly be fatal to the claim). However, the 
Regulations state (Regulations 112, Section 
35.721-1) that if the taxpayer received any 
income of the same class in the preceding 
four years, then it is normal for the tax- 





payer to receive income of that class. But 
the taxpayer did receive income from the 
new mine in 1942, a prior year; therefore, 
there does not seem to have been any ad- 
mission as to similarity, as to class, of 
income from the old and the new mines if 
the Regulations are valid on this point. 


The dissenting opinion objects to the 
computation of average gross profit from 
the mine for the four-year test period. It 
is said to be improper to compute the 
average by dividing by four the gross profit 
of the single year in the test period for 
which there was a gross profit. The com- 
plaint is made that three years in which 
there was no production cannot logically 
be used in determining average gross profit 
for the test period. However, the Regula- 
tions use as an example a case where there 
was no production in any of the four years. 
(Regulations 112, Section 35.721-1(b), Ex- 
ample (2), Lease Y.) 


Recovery 


The Treasury Department is reported to 
be guided sometimes by the rule that all 
claims, however meritorious, must be set- 
tled for amounts substantially less than 
the amounts claimed. It is encouraging 
that the net abnormal income of $92,594.02 
as computed by this taxpayer was reduced 
only 14.2 per cent (6.45 cents x 203,909.8 
tons = $13,152.18 = 142 per cent of 
$92,594.02). The amount of reduction in 


tax is not apparent from the published 
decision. 


[The End] 


ACCOUNTING METHODS—A REVIEW OF SOME FUNDAMENTALS— 
Continued from page 253 


accrual basis. In this change, the Commis- 
sioner “will include in income accounts re- 
ceivable, eliminate opening inventory and 
seek to establish .a high closing inventory, 
the result of all of which will probably be 
a very large income for the year of change.” * 
If the taxpayer uses the accrual basis but 
the Commissioner determines that the cash 
basis is to be used, a considerable tax can 
result. If the Commissioner compels a change 
from the installment method, or the long- 
term-contracts method to the accrual method, 
the increase in tax can be overwhelming.” 


1% See John W. Ahern, ‘‘Accounting Methods 
and Periods,’’ Proceedings of the New York 
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The proper accounting method should be 
chosen at the inception of the organization. 
Thought and care, based on sound knowl- 
edge of the tax law, should be utilized in 
making the selection. The method chosen 
should be followed with consistency. Only 
by the observance of these sound principles 
can the taxpayer avoid the intolerable finan- 
cial burden which may result from the im- 
proper choice of an accounting method. 

, [The End] 


University Sixth Annual Institute on Federal 
Taxation, pp. 479-518. 
17 Ibid. 
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XXVIl 
La Belle Iron Works v. U. S. 
“the profite of excesse” . . . 
Is It Worth the Struggle? 


Tax Classics e e by Robert S. Holzman 


Adjunct Associate Professor, New York University Graduate School of Business Administration 





YHE AMERICANS have no neighbors, 
and consequently they have no great 
wars, or financial crises, or inroads, or con- 
quests to dread; they require neither great 
taxes, nor great armies, nor great generals. 
.’* But that was in 1830; in the next 
hundred years man was to progress (or, at 
least, to expand) mightily. “Even our rela- 
tive geographical isolation no longer exists.” ? 


In 1875, there was incorporated La Belle 
Iron Works, not to be confused with La 
Belle Ferroniére (ferroniére: ironmonger), da 
Vinci’s celebrated picture, a slur on a painting 
of which cost Sir Joseph Duveen a cool 
$100,000. Eventually de Tocqueville’s con- 
tinuum of neighbors, armies, and taxes was 
to be achieved; by 1917, an excess profits 
tax was imposed. All earnings above a 
statutorily defined excess profits credit were 
to be subject to this tax. Such a law is 
utterly arbitrary and therefore invalid, La 
Belle demurred, because two taxpayers that 
have the same income will pay wholly 
different taxes, since their excess profits 
yardsticks will be different—and hasn’t the 
Supreme Court said that if there were arbi- 
trary confiscation in a taxing law of Con- 
gress, there would be want of due process? 


On May 16, 1921, Mr. Justice Pitney de- 
livered the opinion of the Supreme Court:* 


“The great war in Europe had been in 
progress since the year 1914, and the manu- 
facture and export of war supplies and other 
material for the belligerent powers had stimu- 
lated many lines of trade and business in 
this country, resulting in large profits as 
compared with the period before the war... . 
The United States had become directly 
involved in the conflict in the spring of 1917, 
necessitating heavy increases in taxatior; at 
the same time manufactures and trade of 


every description were rendered even more 
active, and in certain lines more profitable, 
than before, so that the unusual gains 
derived therefrom formed a natural subject 
for special taxation. . 


“The Revenue Act of October 3, 1917, 
passed after we had become engaged in the 
war, took the place of the Act of March 3, 
and embodied a ‘war excess profits tax,’ 
with higher percentages imposed upon the 
income in excess of deductions and a more 
particular definition of terms. A scrutiny 
of the particular provisions of section 207 
shows that it was the dominant purpose of 
Congress to place the peculiar burden of 
this tax upon the income of trades and busi- 
nesses exceeding what was deemed a normally 
reasonable return upon the capital actually 
embarked. But if such capital were to be 
computed according to appreciated market 
values based upon the estimates of interested 
parties (on whose returns perforce the gov- 
ernment must in great part rely), exaggera- 
tions would be at a premium, corrections 
difficult, and the tax easily evaded. Section 
207 shows that Congress was fully alive to 
this and designedly adopted a term—‘in- 
vested capital’—and a definition of it, that 
would measurably guard against inflated 
valuations. The word “invested’ in itself 
imports a restrictive qualification. .. . 

“It is urged that this construction, defin- 
ing invested capital according to the original 
cost of the property instead of its present 
value, has the effect of rendering the act 
‘glaringly unequal’ and of doubtful constitu- 
tionality; the insistence being that, so con- 
strued, it operates to produce baseless and 
arbitrary discriminations, to the extent of 
rendering the tax invalid under the due 
process of law clause of the Fifth Amend- 





1 Alexis de Tocqueville, American Institutions 
and Their Influence (New York, A. S. Barnes 


& Company, 1854), p. 293. 
2 Wendell L. Willkie, One World (New York, 
Simon and Schuster, 1943), p. 202. 
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3 New York Times, May 20, 1930. But a rela- 
tive of the plaintiff claimed that the. figure was 
only $60,000. See Harry Hahn, The Rape of 
La Belle (Kansas City, Frank Glenn Publishing 
Company, Inc., 1946), p. 12. 

45 ustc f 1369, 256 U. S. 377 (1921). 


265 











ment. ... The Fifth Amendment has no 
equal protection clause; and the only rule 
of uniformity prescribed with respect to 
duties, imposts, and excises laid by Congress 
is the territorial uniformity required by article 
1, §8.... That the statute under consid- 
eration operates with territorial uniformity 
is obvious and not questioned. ... 


“Nor can we regard the act—in basing 
‘invested capital’ upon actual costs to the 
exclusion of higher estimated values—as 
productive of arbitrary discriminations rais- 
ing a doubt about its constitutionality under 
the due process clause of the Fifth Amend- 
ment. The difficulty of adjusting any system 
of taxation so as to render it precisely equal 
in its bearing is proverbial, and such nicety 
is not even required of the states under the 
equal protection clause, much less of Con- 
gress under the more general requirement 
of due process of law in taxation. Of course 
it will be understood that Congress has very 
ample authority to adjust its income taxes 
according to its discretion, within the bounds 
of geographical uniformity. Courts have no 
authority to pass upon the propriety of its 
measures; and we deal with the present 
criticism only for the purpose of refuting 
the contention, strongly urged, that the tax 
is so wholly arbitrary as to amount to con- 
fiscation. 


“The act treats all corporations .. . alike, 
so far as they are similarly circumstanced.... 
If in its application the tax in particular in- 
stances may seem to bear upon one corpo- 
ration more than upon another, this is due 
to differences in their circumstances, not to 
any uncertainty or want of generality in 
the tests applied.” 


a be handing down its decision in the case 
of La Belle Iron Works v. United States, 
the Supreme Court dealt with the contention 
raised by the appellant, that the excess prof- 
its tax was unconstitutional.”*° But the tax 
was a war baby, and its constitutionality 
might have been foreseen. “The Bench 
which sustained the Selective Draft Act is 
not likely to have very serious difficulty 


5 Robert H. Montgomery, Income Tax Proce- 
dure, 1922 (New York, The Ronald Press Com- 
pany, 1922), p. 1583. 

* Arthur A. Ballantine, ‘‘Some Constitutional 
Aspects of the Excess Profits Tax,’’ Yale Law 
Journal, April, 1920, p. 625. 

7 Alfred G. Buehler, ‘‘The Taxation of Cor- 
porate Excess Profits in Peace and War Times,’’ 
Law and Contemporary Problems, Spring, 1940, 
p. 291. 

8 J. S. Seidman, 
Tax,’’ TaxEs—The 
1940, p. 659. 

® Godfrey N. Nelson, 


“The New Excess Profits 
Tax Magazine, November, 


“Credit Permitted for 


Excess Profits,’” New York Times, August 7, 1949. 
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with the discrimination involved in the reve- 
nue measures which backed up the draft.” ® 


6] URING the crisis when man power 

was conscripted for the war it was 
universally agreed that capital would also be 
drafted and profiteering should be limited by 
price controls and by taxation. ... Once the 
war was over the game of beating the govern- 
ment by tax evasion and avoidance began 
in earnest on a rather large scale.’”’’ 


Just as the excess profits tax law of 1917 
was a war baby, so was that of the second 
World War. “The new charge was born 
out of haste and confusion rather than love. 
... The child has been sub-christened ‘The 
Excess Profits Tax Act of 1940,’ although 
it is going to be so difficult to get on speak- 
ing terms with the infant, that a more 
appropriate connotation would be ‘an Act 
to relieve unemployment among tax lawyers 
and accountants.’”* But the advent of 
peace [sic] did not completely lay the excess 
profits tax ghost. “Although the excess- 
profits tax was repealed in 1945, it is likely, 
because of its complexity, that many phases 
of its provisions will remain unsolved for many 
years hence.”*® “It has the support of Presi- 
dent Truman and the powerful and determined 
labor-union faction of his supporters.” ” 
And big labor is actively pumping for it: 
“It is proposed ... that the excess profits 
tax be reenacted....”™ 


Since the idea of a yardstick for excess 
profits tax purposes was legislative, Con- 
gress “had to define what could and what 
could not be included. ... In doing this 
We cannot say that it acted so unreasonably 
as to have violated the Fifth Amendment of 
the Constitution.” * The fact that this con- 
cept differs from sound accounting principles 
is immaterial. “The opinion in the La Belle 
Iron Works case specifically states that what 
is commonly known as ‘unearned increment’, 
even when evidenced by a book entry based 
upon a reappraisal, is not properly to be 
considered as ‘earnings and profits’.” * The 
yardstick “is purely a statutory concept 
which is defined in technical and arbitrary 


1” Franklyn B. Dezendorf, *‘Excess Profits Tax: 
A Levy on Social Usefulness,’’ Barron’s, No- 
vember 29, 1948, p. 5. 

114 Federal Tax Program To Promote Full 
Employment (Washington, Congress of Indus- 
trial Organizations, 1949), p. 22. 

2B. F, Sturtevant Company et al. v. Commis- 
sioner, 35-1 ustc { 9092, 75 F. (2d) 316 (CCA-1, 
1935). 

13 Randolph E. Paul, ‘‘Ascertainment of ‘Earn- 
ings or Profits’ for the Purpose of Determining 
Taxability of Corporate Distributions,’’ Harvard 
Law Review, November, 1937, p. 40. 
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terms. In many respects, this conception 
differs from that adopted in the accounting 
world. It matters not how inequitably this 
concept may work out in so far as the tax- 
payer is concerned, it must be applied 
strictly.” * 


However, since the concept is legislative, 
“courts should be extremely cautious not to 
add words to a statute that are not found 
in the statute—and should be careful, too, 
not to decrease deliberately the extension 
of a word or phrase by increasing its inten- 
sion. Statutory Intensive Spurious Inter- 
pretation is the very rare exception, certainly 
not the rule. Shadowy though it may some- 
times be, and however difficult may be its 
tracing, there is, though, a line, very real 
indeed, between the legislative function and 
the judicial function. . . . La Belle Iron 
Works v. United States... .’” 

To the courts, the concept is simplicity 
itself. “Whatever may be the argument as 
to proper rules in the accounting profession, 
Congress, by valid act, defined the term in 
words susceptible of no ambiguity [sic] or 
uncertainty [sic].””"* “The statutory concept 
...is clear [sic]. See La Belle Iron Works 
v. United States... .’™ “These rules arise 
out of the language of the statute, the terms 
of which are clear [sic] and unambiguous 
[sic]. . . .”** But a more realistic court 
noted that “few provisions in any of the 
income tax statutes enacted since the rati- 
fication of the Sixteenth Amendment have 
required a greater amount of litigation and 
judicial labor for their clarification. . . .”” 


No part of the excess profits tax law is 
so complicated and unintelligible as are the 
relief provisions, which were designed to 
mitigate hardships insofar as a particular 
taxpayer is concerned.” Under certain cir- 
cumstances, a corporation is permitted to 
reconstruct its yardstick to what it should 
have been. “Dealing with the reconstructed 
base period of section 722 for excess profits 
tax purposes brings to mind Mr. Churchill’s 


4 Corning Glass Works, CCH Dec. 3233, 9 
BTA 771 (1927). 

1% Fides v. Commissioner, 43-2 ustc { 9574, 137 
F. (2d) 731 (CCA-4, 1943). 

16 Steele-Wedeles Company v. Commissioner, 
5 ustc 9 1425, 63 F. (2d) 541 (CCA-7, 1933). 

11 Simmons Company v. Commissioner, 5 ustc 
1 1569, 33 F. (2d) 75 (CCA-1, 1929). 

18 Guantanamo Sugar Company v. Helvering, 
36-1 ustc { 9301, 85 F. (2d) 252 €CA D. C., 1936). 

12 U, S. v. Cleveland, Painesville & Ashtabula 
Railroad Company, 42 F. (2d) 413 (CCA-6, 1930). 

20 “In the light of the greatly increased excess 
profits tax rate, it is believed desirable to afford 
relief in meritorious cases to corporations which 
bear an excessive tax burden because of an 
abnormal low excess profits credit.’’ Report of 
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reference, in a different context,” to a ‘riddle 
inside a mystery wrapped up in an enigma’. 
Procedure under the section seems to call 
for founding hypothesis on assumption based 
on supposition. The present question reduces 
to how far we may properly go in presupposing 
the existence of admittedly imaginary cir- 
cumstances.”” And not only profits may 
be excessive. “The Section. 722 claim for 
refund was figured out and filed, but the 
information required by the Revenue Agent 
proved so difficult and expensive to collect that 
the claim was abandoned... .”* Even with 
taxes, there is a law of diminishing returns. 


HE La Belle doctrine has been applied 

to other tax situations. In sustaining 
the capital stock tax, Mr. Justice Douglas 
said: “The propriety or wisdom of a tax on 
profits computed in reference to a specified 
criterion of value is not open to challenge 
in the courts. La Belle Iron Works v. United 
Sates. PF 


In upholding the estate tax on the ter- 
mination of the marital community by the 
death of one spouse, Mr. Chief Justice Stone 
declared: “There can be no doubt that the 
selection of such a class for taxation would 
not offend against the Fifth Amendment, or 
even the Fourteenth, merely because it did 
not attempt to reach casual arrangements 
resulting from individual agreements. Taxes 
must be laid down by general rules... . 
La Belle Iron Works v. United States... . 
This Court in La Belle Iron Works v. United 
States recognized that the uniformity 
clause, beyond requiring geographical uni- 
formity in the application of the particular 
tax laid down by the taxing act, could not 
be taken to impose greater restrictions on 
Congress’ power to tax than those which 
the equal protection clause places upon the 
states.” * 


Also with reference to the estate tax, this 
same Chief Justice announced: “Unlike the 
Fourteenth Amendment, the Fifth contains 
no equal protection clause and it provides 


the Senate Finance Committee on the Revenue 
Bill of 1942, H. R. 7378, 77th Congress, Second 
Session, Report No. 1631, p. 197. 

21 Winny was referring to a relatively calcu- 
lable problem: what Russia would do when Ger- 
many invaded Poland. See Winston Churchill, 
The Gathering Storm (Boston, Houghton Mif- 
flin Company, 1948), p. 449. 

2 Fezandie & Sperrle, Inc., CCH Dec. 14,860, 
5 TC 1185 (1945). 

23U. 8S. v. Kingman, 48-2 ustc { 5927, 170 F. 
(2d) 408 (CCA-5, 1948). 

2 Helvering v. Lerner Stores Corporation 
(Md.), 42-1 ustc § 9163, 314 U. S. 463 (1941). 

% Fernandez v. Wiener, 45-2 ustc { 10,239, 326 
U.S. 340 (1945). 
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no guaranty against discriminatory legisla- 
tion by Congress. La Belle Iron Works v. 
United States ....”** The doctrine has even 
been applied in support of the validity of an 
excise tax on roller skates.” 


Similarly, the doctrine has been applied 
to sustain the validity of a tax, despite the 
inequality of incidence. La Belle was cited 
when the Court said: “Taxation is not an 
exact science and discrimination cannot al- 
ways be avoided. The ideal tax would be 
one which when applied always operated 
with absolute equality between taxpayers. 
But while this ideal should be sought it is 
seldom attained, and the difficulty is greatest 
when framing taxes in accordance with 
ability to pay.”* An even greater philosopher 


26 Detroit Bank v. U. S8S., 43-1 ustc § 9224, 317 
U. S. 329 (1943). 

7 Samuel Winslow Skate Manufacturing Com- 
pany v. U. 8., 2 ustc § 753, 50 F. (2d) 299 (Ct. 
Cls., 1931). 

28 Allied Agents, Inc. v. U. S., 39-1 ustc § 9315, 
26 F. Supp. 98 (Ct. Cls., 1939). 

2? Plato, Republic (3rd Jowett Edition) (New 
York, The Co-operative Publication Society, 
1901), p. 20. 





observed that “when there is an income-tax, 
the just man will pay more and the unjust 
less on the same amount of income... .”” 


But ability to pay and justness of the tax- 
payer are only two of the ingredients that 
determine whether a tax shall be successful. 
If the burden is too onerous, a taxpayer “has 
little or no incentive to work harder and pro- 
duce more.”” And an excess profits tax 
may have precisely this effect; for as one 
authority noted: 


“And so by hoping more they haue but 
lesse, 


Or gaining more, the profite of excesse 
Is but to surfet .. . in this poore 
rich gain.” ® 


%® Report of the Special Tax Study Committee 
To the Committee On Ways & Means, November 
3, 1947, p. 10. 

31 William Shakespeare, Lucrece (London, 
printed by Richard Field, for John Harrison, 
and to be sold at the signe of the white Grey- 
hound in Paules Church-yard, 1594), v. 137-140. 








HUMAN NATURE, CHARITABLE CONTRIBUTIONS AND UNCLE SAM— 
Continued from page 248 





limitation. Whatever the tax loss, the gain 
in dollars to the recipient institutions would 
obviously be much greater. In these days 
such a sum is of little consequence in a 
total federal budget exceeding forty billion 
dollars. At a time when larger sums are 
voted to foreign countries for debatable 
purposes this indirect assistance to organiza- 
tions and institutions of unquestioned merit 
should be given a high priority by our 
‘ national lawmakers and by the administration. 


If, then, those interested in the mainte- 
nance and preservation of privately endowed 
educational institutions, of the strengthen- 
ing of privately endowed medical centers, of 
the promotion of privately endowed scien- 
tific and medical research and of the 
strengthening of various religious and char- 
acter-building agencies and institutions in 


our country would join together in an effort 
to persuade Congress to abolish the fifteen 
per cent limitation now contained in the 
federal revenue act, perhaps we would find 
that the impulse to philanthropy for citi- 
zens would be unhindered and we would 
achieve our ends in bringing about a maxi- 
mum of social good. 


Who knows but that, as a result of this 
increased revenue, some institution may not 
find the cure for cancer, or discover new 
instruments that would raise our standards 
of life, or develop through its character- 
building agencies the type of leadership which 
would lead men out of this valley of confu- 
sion and create a sound order to bring about 
maximum peace, brotherly love and security 
to all of mankind. [The End] 


QO 
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Business and Pleasure Automobile— 
Deductibility of Expenses 


Taxpayer received a car-allowance of $300 
a year from his partnership for making 
business deliveries in his personal automobile. 
The partnership had no other facilities for im- 
mediate deliveries which are important in the 
floral business. As taxpayer’s expenses were 
far in excess of $300, he claimed as a deduc- 
tion from his income tax seventy-five per 
cent of the portion of his expenses in excess 
of $300. The Minister of National Revenue 
disallowed the deduction. The Income Tax 
Appeal Board allowed the appeal, holding 
that the larger portion of the car expense 
was incurred “wholly, exclusively and neces- 
sarily for the purpose of earning the income 
of the partnership” within the meaning of 
Section 6(1) (a) of the Income War Tax 
Act. Since taxpayer incurred at least seventy- 
five per cent of his automobile expense for the 
business, he was entitled to deduct seventy- 
five per cent of the total expense from his 
income for tax purposes, even though he 
actually received a lesser allowance from 
the business under his partnership agree- 
ment.—Hornbeck v. Minister of National 
Revenue, 1 CCH CANADIAN Tax REPORTS 
{ 87-074. 


Resale of Hearse at Sacrifice— 
Nondeductible Capital Loss 


A partnership engaged in the undertaking 
business spent $1,200 for a hearse which 
proved unsuitable for the needs of the busi- 
ness and, as a result, the hearse was sold in the 
same year for the sum of $900. In filing his 
income tax return, one of the partners deduc- 
ted the $300 loss from taxable partnership 
income. The Minister of Revenue disallowed 
the deduction on the ground that it was a 
capital loss. Taxpayer appealed, claiming 
that the deduction should be allowed, under 
the provisions of the Income War Tax Act, 


Canadian Tax Letter 





as a current expense to the partnership. 
Section 6 (1) (b) of the Income War Tax 
Act provides that in computing the amount 
of profits or gains to be assessed, a deduc- 
tion shall not be allowed for any “outlay, 
loss or replacement of capital, or any pay- 
ment on account of capital, or any depreci- 
ation, depletion or obsolescence. . . .” The 
Income Tax Appeal Board held that the 
purchase of the hearse which was resold at 
a loss was an isolated transaction and not 
part of taxpayer’s usual activities. The 
hearse was a capital asset to him, and the 
profit he might have made in reselling the 
hearse at a profit would be a capital profit, 
just as the loss he sustained was a capital 
loss —McLaughlin v. Minister of National 
Revenue, 50 CCH Dominton TAx. CASES 
7 1-015, 1 CCH Canaptan Tax Reports 
{ 87-078. 


Depreciation Not Deductible 
from Estate Income 


Taxpayer had a life-interest in her hus- 
band’s estate which was under the manage- 
ment of the executors. The gross income 
from the estate for the year 1938 was 
$18,658.06, from which the executors claimed 
a depreciation deduction of $11,468.37. Tax- 
payer included in her return as income 
only the net amount of $7,189.69, although 
the executors actually had paid her $14,850. 
The Exchequer Court of Canada held that 
taxpayer’s income should be fixed at $14,850, 
the actual amount received. She could not 
claim depreciation because under the terms 
of her husband’s will she was entitled only 
to income from the estate and not to any 
of the estate itself. Depreciation is deduc- 
tible from a capital asset, but since this 
capital asset was capital only in the execu- 
tor’s hands and not in taxpayer’s hands, 
she could not claim depreciation on it.— 
Cooper v. Minister of National Revenue, 1 
CCH CaNnabDIAN TAx REPorTs § 87-075. 
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Soldier Overseas Held 
“Ordinarily Resident’’ in Canada 


Prior to enlisting for active service in 
1939, taxpayer was a partner in a Canadian 
law firm. <A bachelor, he maintained no 
separate home of his own. During his 
period of overseas service from 1940 to May, 
1946, he continued as a nonactive partner 
of the law firm, his father filling out his 
income tax returns under a power of attor- 
ney. Taxpayer claimed an exemption under 
Section 7A of the Income War Tax Act on 
the ground that during the taxable year 
1946 he was not ordinarily resident in Canada 
prior to May. The Minister of National 
Revenue disallowed the exemption. 


Taxpayer had a bank account and a safety 
deposit box in Canada and stored his civilian 
clothing in his parents’ home. On the 
other hand, he had married an English- 
woman in 1941 and maintained a home in 
England up to the date of his return to 
Canada. He also kept a personal account 
ina London bank. The Income Tax Appeal 
Board held that taxpayer’s ordinary resi- 
dence was in Canada and that his overseas 
service was an extraordinary and merely 
temporary absence. Neither lack of physical 
presence nor of an abode in the country, the 
Board ruled, is conclusive evidence that a 
person is not “ordinarily resident” therein, 
but both are factors to be considered in decid- 
ing the factual question of residence, based on 
the interpretation of “ordinarily resident” 
in its colloquial or accepted sense.—Beament 
v. Minister of National Revenue, 1 CCH 
CANADIAN TAx REportTs § 87-084. 


Transfer of Stock to Trustee 


Taxed as Gift . 


Norman MacDonald entered into a trust 
agreement under which he transferred 1,144 
preferred shares and all his common-voting 
shares to a trustee who was to hold the 
common shares for the director of the com- 
pany. The directors agreed to redeem 700 
of the preferred shares, over a certain period 
of time, for $70,000. When the sum of 
$70,000 had been received by the trustee, he 
would transfer to them the remaining 444 
preferred shares and all the common shares. 


The Minister of National Revenue declared 
that this transaction represented a transfer 
of property which was, in part, a gift and 
assessed MacDonald’s estate for gift tax. 
The estate appealed. The Income Tax 
Appeal Board dismissed the appeal, holding 
that the Minister properly exercised the 
powers given him by Section 88(7) of the 
Income War Tax Act to declare “that any 
transfer of property on the basis of a quid 
pro quo is, nevertheless, a gift, in whole or 
in part, if, in his opinion, the values of the 
properties passing are disproportionate one 
to the other” and to determine the value 
of any gift. The Board was of the opinion 
that the statutory definition of “transfer” 
was sufficiently broad to include the cove- 
nants and undertakings made by the trans- 
ferees named in the agreement which conferred 
certain rights of control in the transferors. 
—MacDonald Estate v. Minister of National 
Revenue, 50 DoMINION TAx CAsEs f 1-014. 


Only ‘‘Income Element”’ 
of Annuities Is Subject to Tax 


Taxpayer received during the year 1946 
the sum of $2,400 in annuities. In her in- 
come tax return she reported her income 
as $1,099.74, which represented the interest 
element only, and deducted from this amount 
the $1,200 deduction permitted by Section 5 
(1) (k) of the Income War Tax Act, leaving 
her free of any tax liability. The Minister 
of National Revenue contended that tax- 
payer should report the entire amount of 
the annuities as income, that is, both the 
capital and interest elements, and take the 
deduction from this amount, which would 
result in a tax liability. The Income Tax 
Appeal Board allowed the appeal, holding 
that only the “income element” is now 
regarded as income and that only this ele- 
ment need be reported as income under the 
Income War Tax Act. The deduction 
allowed with respect to annuities under 
Section 5 (1) (k) of the act is to be made 
from the “income element” only, even though 
in this instance taxpayer thus avoided all 
tax liability—Mrs. B. v. Minister of National 
Revenue, 50 CCH Domtnton Tax CASES 
q 1-013. 
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APPELLATE AND LOWER COURTS 


Doing business: 
nonresident incubator company, having no 
factory or office in Massachusetts, but em- 
ploying a representative whose picture is 
used in advertisements and who keeps re- 
placement parts for the incubators in his 
home, installs machines and does light re- 
pair service, and employing another repre- 
sentative who attends an annual poultry 
show to demonstrate incubators and make 
sales, is present and carrying on business 
in Massachusetts within the meaning of the 
state statute relating to service, as inter- 
preted by the state courts.—CA-1. Schmik- 
ler v. Petersime Incubator Company, CCH 
MASSACHUSETTS TAX REPorTs { .012. 


Residence of executors determines venue 
of suit for refund.—The decedent’s execu- 
tors were held entitled to sue for a refund 
of estate taxes in the district court repre- 
senting the district in which they resided. 
The Court of Appeals for the Second Circuit 
reached this conclusion although the dece- 
dent had resided in another state, where the 
letters testamentary of the executors were 
issued. The court asserted that residence 
of the individual plaintiffs, rather than the 
situs of their estate, controls questions of 
federal jurisdiction. It was contended by 
the government, here, that the suit for re- 
fund would lie only in the district court 
representing the district in which the decedent 
had died, and the letters testamentary had 
been issued.—CA-2. Kruskal et al. v. United 
States, 50-1 ustc 10,748. 


Present v. future interests: Income bene- 
ficiary three months short of twenty-one.— 
Income payments for a beneficiary, who 
was just three months short of twenty-one 
years of age at the time of a gift in trust, 
were held not to constitute a present inter- 
est. The trustee had a discretionary power 
to accumulate or distribute income for the 
beneficiary’s maintenance, education and 


Interpretations 


Service of process.—A . 


support during minority. The income be- 
came payable without restriction to the 
beneficiary when he should attain the age 
of twenty-one years. The corpus was dis- 
tributable when the beneficiary should at- 
tain the age of thirty-five years. 

Despite the short span of time between 
the date of the gift and the date when the 
beneficiary attained majority, it was held 
to be of a future interest. Hence, a $3,000 
exclusion was not allowable—CA-3. Her- 
mann M. Hessenbruch, Petitioner v. Commis- 
stoner of Internal Revenue, 50-1 ustc J 10,749. 


STATE COURTS 


Property tax: Solvent credits: Advances 
by United States—Money deposited in a 
bank by the United States to finance a cost- 
plus-fixed-fee government contract was held 
to be assessable to the contractor as a sol- 
vent credit although use of the account was 
limited to the contract, withdrawals were 
subject to governmental approval, and the 
account was to be returned to the govern- 
ment upon cancellation of the contract.— 
Calif. Timm Aircraft Corporation v. Byram 
et al., CCH CAtIFornIA TAx_ REPorRTS 
{| 200-077. 


Illinois retailers’ occupation tax: Exemp- 
tion of tax on special order of machinery.— 
A company engaged in the business of man- 
ufacturing and selling special machine tools 
is not required to pay the Illinois retailers’ 
occupation tax on special milling machines 
constructed on special order to do a par- 
ticular job.—Ill. Ingersoll Milling Machine 
Company v. Department of Revenue, CCH 
ILLIno1Is TAX REports § 68-010. 


Sales tax: Coal sold f. 0. b. and loaded 
at mine: Railway engaged in interstate 
commerce.—Sales of coal to railroad compa- 
nies for use outside of Illinois have been 
declared subject to the Illinois retailers’ oc- 
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cupation tax where the coal was loaded in 
cars of the railway companies on their 
tracks at the coal mine, was billed by the 
coal company f. o. b. at that place, and was 
waybilled by the railroads as company 
freight without transportation charges.— 
Ill. Moffat Coal Company v. Daley, CCH 
ILtInots TAx Reports { 68-012. 


Sales tax on foreign products: Order 
filled at out-of-state office of [Illinois- 
licensed firm.—A foreign corporation licensed 
to do business in Illinois and maintaining 
an office’and warehouse within that state is 
required to pay the Illinois retailers’ occu- 
pation tax on goods shipped from its Massa- 
chusetts office, where the orders were sent 
direct to the home office and filled and 
shipped from such out-of-state office. The 
tax claimed by Illinois upon the order filled 
from the warehouse in Massachusetts, either 
on orders sent to the Illinois office or to the 
Massachusetts office, does not affect or 
hinder interstate commerce.—Ill. Norton 
Company v. Department of Revenue, CCH 
Itttno1is TAx Reports { 68-011. 


Reservation of life estate: Lien for Indi- 


ana tax.—The transfer in 1939 of real estate. 


to the decedent’s two sons, subject to the 
reservation of a life estate, was taxable for 
Indiana inheritance tax purposes, upon the 
decedent’s death in 1947. The transfer was 
taxable as one to take effect at death. 
Although the property was erroneously 
omitted from the taxable estate and later 
included upon a redetermination of the tax, 
the lien still attaches to the transferred 
property until the tax is paid—Ind. Indiana 
Department of State Revenue v. E. Mertz, 
CCH INHERITANCE ESTATE AND GIFT TAx 
Reports { 17,109. 


Liability for federal estate tax: Issué 
raised on appeal.—In the absence of any 
statutory proviston as to the manner in 
which the federal estate tax shall be paid 
and of any testamentary direction as to 
payment, the tax is payable, following the 
majority rule, from the residuary estate. 
Where error was not assigned in the lower 
court, the Supreme Court cannot pass on 
an issue raised for the first time on appeal. 
—Minn. Robert Gelin, Appellant v. Anne E. 
Gelin, Individually and As Executrix of Estate 
of Carl J. Gelin, Deceased, Respondent ; CCH 
INHERITANCE EsTATE AND Girt TAx REPORTS 
7 16,512. 


Freight line defined: Formula used to 
ascertain rolling stock tax due is guide only. 
—A meat packing company owning and 
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using refrigerator cars exclusively for mak- 
ing intercompany shipments of its own 
products and deliveries to its customers, 
even though these activities are only a very 
small part of its total activities, is a freight- 
line company under the meaning of Sec- 
tion 5416, General Code. 


A company may not claim exemption from 
the tax on its rolling stock on grounds 
that the domicile time of its rolling stock 
within the state during a definite tax year may 
be definitely ascertained so that the formula 
method, as contained in Section 5465, Gen- 
eral Code, is unnecessary. 


The formula method for ascertaining the 
tax due Ohio on rolling stock of a freight- 
line company is to be used only as a guide 


in cases where the taxpayer’s records are . 


such that it is impossible to absolutely ascer- 
tain the number of cars of a freight-line 
company temporarily domiciled within the 
state. When the taxpayer’s records show 
that a certain number of cars never entered 
Ohio, the “car mileage” formula is not cor- 
rect, since it makes no allowance for this 
fact, and taxes cars which had no situs in 
this state. When the number of cars not 
entering Ohio is known, the tax should be 
computed as follows: (1) Divide the net 
value of the taxpayer’s freight cars by the 
total number of freight cars to secure the 
net value per car; (2) multiply the average 
speed per day of the taxpayer’s cars in 
Ohio by 365 to find the total miles which 
one car would travel in one year in Ohio; 
(3) divide this latter amount into the total 
Ohio mileage for the year to secure the av- 
erage number of cars in motion in Ohio 
each day; (4) add to this the average daily 
number of cars loading or unloading at 
points in Ohio, and therefore not in motion, 
to secure the average total number of cars 
in Ohio each day; (5) multiply the present 
net value per car by the daily average num- 
ber of cars in Ohio, and the resulting figure 
will be the amount of tax due Ohio for such 
freight cars.—Ohio. Armour and Company 
v. Glander, CCH Onto TAx Reports { 84-014. 


Insurance as collateral for loan: Applica- 
tion of exemption.—Proceeds of insurance 
serving as collateral for a loan were not tax- 
able as a part of the decedent’s estate, where 
the insurance was payable to the designated 
beneficiaries and the loan was paid out of the 
estate—Pa. Estate of Irving L. Wilson, De- 
ceased, CCH INHERITANCE ESTATE AND GIFT 
Tax REPORTS q 16,513. 
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and many other factors not a part of the 
format itself. All these must be anticipated 
and determined in order to reach an agree- 
ment which will fit the common problems 
of the various offices concerned. At the 
very outset, every possible detail which may 
be encountered must be brought into the 
picture and its solution determined then. 
Each return presents its own peculiar prob- 
lems, and these must be reconciled before 
final adoption. 


yu OFTEN, resources beyond the basic 
committee are sought and obtained. In 
the case of the 1944 return, the committee 
sought the services of one of the country’s 
largest and outstanding advertising agencies. 
The problems confronting the Bureau in 
drafting a return which might be under- 
stood by the vast majority of taxpayers 
were explained. Practical measures of solu- 
tion were discussed, one of which involved 
taxpayer reactions to the various forms 
under consideration. This and other serv- 
ices were undertaken by the agency, all 
gratuitously. The consequent achievements 
were of extreme value to the committee 
and helped produce the final return as we 
know it. Forms are often put to tests, 
usually by having them canvassed and polled 
by various classes of taxpayers. In such 
cases, they run the gamut of taxpayers, 
from those wholly unfamiliar with tax re- 
turns to those qualifying as tax experts. 
Reactions are collated and considered. Only 
then is the committee satisfied as to the 
workability of many of the return forms 
produced. Occasionally, expert typographi- 
cal advice is necessary, and that is furnished 
freely by topnotch men of the Government 
Printing Office; however, the committee is 
fortunate in having among its members one 
of the Income Tax Unit technicians who 
has had considerable experience in the edit- 
ing and printing field; and he is the one 
usually confronted with questions along that 
line. But, occasionally, they get even be- 
yond him. At one time, the committee 
requested the services of Rudolph Flesch, 
who is famous for his works on the simpli- 
fication of the English language. What’s 
more, they almost secured him; however, 
an offer from the Office of Price Administra- 
tion got to him first and he accepted. 
Resources of technical advice are constantly 
sought out by the committee. One of its 
principles is that anyone having anything 
to contribute to the drafting of a return 
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should be given an opportunity to express 
himself; in fact, it feels that such a person 
ought to be required to present his contribu- 
tion to the committee for its consideration. 


As a matter of necessity, the committee 
has formulated several policies over the 
past years. The first consideration of the 
committee is that the form reflect a correct 
and accurate interpretation of the law appli- 
cable to the particular year under considera- 
tion, and that the form be.so arranged as 
to reflect the correct tax responsibility. 
Secondly, the form must be complete. So 
far as practicable, the return and its accom- 
panying instructions must be sufficient to 
permit a proper return by the vast majority 
of taxpayers without the need of any other 
reference material. Thirdly, the return and 
instructions must be clear and concise. Short, 
clear and explanatory sentences are the ob- 
jectives, with minimum reference to regula- 
tions. Last, but in nowise least, is the 
question of simplification. Simplification is 
the main achievement desired, and by no 
means did simplification of returns begin 
with the Individual Income Tax Act of 
1944. It has always been the aim of the 
committee, and is the one goal to which 
all members are alerted. Different types 
of returns require different degrees of sim- 
plification. Business organizations with 
their knowledge of business methods and 
know-how present a different situation from 
that of a day laborer with little education. 
Returns for business organizations, involv- 
ing as they do the more complex provisions 
of the law, must of necessity be more 
technical; nevertheless, constant effort is made 
to present their instructions as simply as pos- 
sible, despite the legal technicalities involved. 


HE WORK of the forms committee has 

priority over all other Bureau assignments 
and responsibilities, except possibly attend- 
ance at a Congressional hearing. For that 
and other contingencies, each member has 
an alternate to fill his vacancy in the event 
of absence. Once under way, meetings are 
practically continuous, often lasting for sev- 
eral days or even weeks at a time. In 
1944, the committee was in continuous ses- 
sion for six months, but with legislation 
carrying limited effect on returns, the meet- 
ings usually last several days at a time. 
The drafts presented by the two Income 
Tax Unit specialists form the basic start 
of committee action. These are studied 


and analyzed by members independently 
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before session. At the sessions, these men, 
whom you must imagine to be determined 
and deliberate individualists of the most 
rugged type, take the proposed draft and 
literally tear it to pieces. First considered 
are the styling and the format, then every 
word and punctuation mark is thoroughly 
checked. The draft really gets the works— 
the members battle it out over the table, 
line by line—just in time, not infrequently, 
to have the whole form invalidated by a 
last-minute Congressional conference. There 
are even occasions when proposals and rec- 
ommendations which flood the committee 
from all sides are completely ignored, and 
some member submits an entirely different 
form, one of his own imagination and com- 
position. Before adoption, it must run the 
gamut of the experts of the Bureau and 
meet all tests to which it must be subjected. 
The unwritten law of the committee is 
“Put up or shut up.” Mere objection to 
proposals is never acceptable. Definite sub- 
stitution for the matter objected to must 
be submitted, usually in written form; and, 
if some member wishes to reject a recom- 
mendation in its entirety, he must stand 
ready to explain and support his reasons. 
If he objects to any styling of the form, he 
must be ready to accept the role of a drafts- 
man and present the style of form preferred. 


ERHAPS you observed the new styling of 

the instructions for Form 1040 last year. 
That was produced only after lengthy battle 
in the committee. A member suggested 
restyling and restating and gave the basis 
for his position. Although there was doubt 
concerning the feasibility of the recom- 
mendation, a subcommittee was formed to 
draft the exact instructions desired. Of course, 
the member offering the suggested revision 
was appointed chairman of the subcom- 
mittee. When presented, there was opposi- 
tion from many of the members, particularly 
because, as we all know, taxpayers dis- 
favor complete revision of material to which 
they are accustomed. Nevertheless, the pro- 
ject was ordered for complete cooperation. 
They had to make it work. They did and 
we all know the result. It is one of the 
finest and most outstanding improvements 
that has come out of the Bureau in recent 
years. The committee has received compli- 
ments galore on this one project. 


Many entirely new and almost revolu- 
tionary ideas have been presented to the 
committee, several of which were deemed 
worthy of trial. One of these was the 
suggestion to combine the return of the 
withholding tax on wages and the return of 


274 


the employer for employment taxes. The 
merits of that recommendation were fully 
discussed over a period of many weeks. 
It was determined at least to give it a try. 
Experimental forms were prepared for the 
combined return, and the new Form 941 
was finally decided upon. The next question 
was employer reaction. Accordingly, the 
project was put to a test in the field, and 
the Baltimore collection district was used 
for the testing ground. After a year’s ex- 
periment, results were collected and the 
matter was resubmitted to the committee. 
For one thing, the test proved the measure 
highly desirable. It took little persuasion 
to make this procedure a permanent feature 
of the tax program. All in all, however, 
the project was watched very closely for 
more than a year. The committee acts 
cautiously on such drastic changes to make 
sure that they will not create an unreasonable 
burden on industry or on taxpayers generally. 
Ease of reporting is the main objective. 


T THE PRESENT TIME, the Internal 
Revenue Forms Committee is composed 
of the following members: 


Charles P. Suman, chairman, head of 
Practice and Procedure Division, Income 
Tax Unit; Dr. Richard W. Nelson, vice- 
chairman, member of management staff, Office 
of the Commissioner of Internal Revenue; 
George Targett, Bureau Rulings and Informa- 
tion Section, Income Tax Unit; John E. 
Jenkins, Bureau Rulings and Information Sec- 
tion, Income Tax Unit; Harold B. A’Hearn, 
assistant deputy commissioner, Accounts 
and Collections Unit; Charles S. Robbs, 
attorney, Interpretative Division, Office of 
Chief Counsel; Joseph T. Buxton, attorney, 
Legislation and Regulations Division, Office 
of Chief Counsel; Irving Perlmeter, director 
of information, Office of the Commissioner; 
Robert McGill, attorney, Division of Tax 
Research, Treasury Department; and Joseph 
Peckham, attorney, Office of Legislative 
Counsel, Treasury Department. 


In these men are represented the profes- 
sions of accountant, lawyer, economist, 
statistician and publicist. The one profes- 
sion lacking which might yet be of utility 
to the committee is that of the psychiatrist, 
and if the day ever comes when our tax 
return forms must undergo a psychoanalysis 
before they will meet the tests of satisfying 
the millions of taxpayers affected, it will 
be time to toss away the present Internal 
Revenue Code and start all over again. 
What are we saying? There is a rumor 
afoot that the Congress is about to consider 
just that. Then what? 


March, 1950 @ TAX ES—The Tax Magazine 


OPERANT! 





in 
te 


ti 
in 


ne 


meee Tr 


Books ... 


.. Articles 





Everybody's Problem Discussed 


Depreciation. Eugene L. Grant and Paul 
T. Norton, Jr. The Ronald Press Com- 
pany, 15 East 26th Street, New York 10, 
New York. 1949. 472 pages. $5. 


There are many ways in which to con- 
sider the problem of depreciation: as a tax 
collector; as a taxpayer, either individual or 
corporate; and as an accountant who must 
use the figures derived from depreciation. 


The authors of this book, both expert 
economists, as teachers and in business, take 
into account the fact that at the present 
time corporate interests are under fire on 
the question of deductions and funds de- 
rived from depreciation. ‘Their book was 
produced with four purposes in mind: 


First, they wanted to provide a manual for 
those responsible for the accounting treat- 
ment of depreciation, with particular stress 
upon purposes of federal income tax. The 
accounting and income tax treatments of 
depreciation comprise about sixty per cent 
of the volume. 


Their second purpose was to examine the 
various meanings that are attributed to the 
term “depreciation”—and their interrelation- 
ships. 

Third, the authors intended to exert some 
influence on Congress, the Bureau of In- 
ternal Revenue and accountants. Since 1934, 
under the influence of income tax regula- 
tions, depreciation accounting has been mov- 
ing in the direction of the straight-line 
group depreciation method, with rates based 
on the best evidence of average service life. 
The method seemed ideal then. But in the 
high-tax present and foreseeable future, the 
procedure is dangerous to the nation’s econ- 
omy in competitive industry. Accountants 
in general, the authors feel, are not aware 
of the hazards involved. 


The fourth purpose of the book was its 
use as a college textbook for senior and 
graduate students in accounting, industrial 
management, industrial engineering and en- 
gineering administration. Much of the ma- 
terial was developed for presentation to the 
authors’ own classes. 


The special problems involved in the re- 
lationship of depreciation to the regulation 
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of public utility rates were purposely avoided 
because the authors felt that an adequate 
discussion would have required more space 
than was available, in view of the other 
material to be covered. 


The book, which is divided into four parts, 
consists of eighteen chapters. There are 
six appendices, including excerpts from the 
Internal Revenue Code and the Income Tax 
Regulations, selected court decisions and in- 
terest tables. The bibliography is compre- 
hensive, both on the subject and on related 
fields. It covers just about every conceiv- 
able source of material. Throughout the 
book there is a liberal dispersal of twenty- 
five charts and thirty-five tables illustrating 
the text. 


The first of the four parts, “Some Funda- 
mental Concepts,” establishes a basis for 
discussion. The decline of value of assets 
is examined in its importance to both busi- 
ness and the government, and the reasons 
for depreciation are analyzed. 


In Part II, by far the largest part, the 
accounting and income tax aspects of the 
problem are illuminated. The straight-line 
method is explained in its variations—the 
item or unit method and the group and 
composite methods. Systems other than 
straight-line are described, and all the mate- 
trial on the accountant’s problems is tied 
in with the treatment of depreciation in fed- 
eral income-taxation, 


Various problems that arise in business 
are related to depreciation accounting in 
Part III. Conservation, replacement and 
price changes are thoroughly aired, and the 
element of depreciation in making business 
decisions is placed in proper perspective. 


In the final part, “The Public Viewpoint,” 
are the authors’ suggestions for improving 
the treatment of the whole problem, both 
from the aspect of accounting and from the 
aspect of taxation of income. For purposes 
of using the volume as a college textbook, 
there is a diverse set of problems on the 
subject. 


Trade, Transfers—and Taxation 


Federal Taxes—Corporations and Partner- 
ships 1949-50. Robert H. Montgomery, 
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Conrad B. Taylor and Mark E. Richardson. 
The Ronald Press Company, 15 East 26th 
Street, New York 10, New York. 1950. 
Two volumes, 1,837 pages. $20. 


Federal Taxes—Estates, Trusts and Gifts 
1949-50. Robert H. Montgomery, James O. 
Wynn and G. Harold Blattmachr. The 
Ronald Press Company, 15 East 26th Street, 
New York 10, New York. 1950. 1,145 
pages. $12.50. 


Mr. Montgomery says, “You cannot write 
the details of all business and financial 
transactions into a tax law. It is being done 
and it is a dismal failure. . . . I am think- 
ing of reprinting all my prefaces for the 
past 30-odd years. I think they prove my 
point regarding cumulative ambiguities and 
the use of weasel words. . . . [The changes 
this year] are enough to require a new edition.” 


The first-mentioned two-volume work, 
prepared in collaboration with Messrs. Tay- 
lor and Richardson, sets forth in convenient 
form an analysis and interpretation of the 
Internal Revenue Code relating to income 
tax on corporations, and to the determina- 
tion and distribution of partnership income. 
Special corporate taxation and taxation of 
individuals are not treated. 


In noting the recent changes in tax stat- 
utes, the authors lament the fact that they 
were not extensive enough: “Most of the 
really essential statutory improvements have 
not been made.” As far as court proceed- 
ings are concerned, there is no attempt made 
to cover all the litigation. Cases in point 
are cited, as are cases that indicate attitudes 
and the “tendency to legislate.” Previous 
works by the same authors have treated the 
question of excess profits tax relief, and, 
since there have been no substantial changes 
in the regulations governing this branch of* 
revenue, the topic is excluded. 


The provisions of the Internal Revenue 
Code that pertain to estate and gift taxes 
are covered in the third book, written by 
Mr. Montgomery, together with Messrs. 
Wynn and Blattmachr. Emphasis is laid on 
tax problems peculiar to decedents, estates 
and trusts, with no discussion of provisions 
that have general application to individuals 
and estates and trusts alike. 


Inventory Methods Examined 


Effects of Taxation—Inventory Accounting 
and Policies. J. Keith Butters, assisted by 
Powell Niland. Harvard Business School, 
Division of Research, Soldiers Field, Boston 
63, Massachusetts. 1949. 330 pages. $3.75. 
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This book, the first in a series of related 
studies, concerns the inventory accounting 
procedures as influenced by taxation since 
the last-in, first-out method was authorized 
in 1938 and liberalized in 1939. The study 
as a whole, being carried on at the Harvard 
Business School, has as its purpose to deter- 
mine and analyze the actual effects of taxes, 
rather than to develop a new tax program 
or to make formal recommendations for 
changes in tax legislation. 


The technique employed in the entire tax 
research program is to combine theoretical 
and statistical analysis with field inquiry. 
This approach is particularly appropriate 
to an investigation of the effects of taxation 
on inventory accounting and policies. 


It is now generally accepted that inventory 
profits and losses are often very large, fre- 
quently amounting to several billion dollars 
for all corporations in a single year. The 
author presents a detailed analysis of this 
profit-and-loss in various industries, under 
various degrees of price fluctuations and 
in different phases of the business cycle. 
The data used in the analysis are drawn 
from private industry, the Treasury Depart- 
ment and the Department of Commerce. 


Lifo has proved to be the solution to 
the problem of what to do about inventory 
profits. The paucity of reports from cor- 
porations on methods makes it difficult to 
reach an accurate evaluation of the extent 
to which the Lifo method has been put, 
but there are reasonable data classified by 
major industrial groups, size of company 
and the year in which Lifo was adopted. 
The author concludes that fifteen per cent 
or more of manufacturing inventories were 
on a Lifo basis by the end of 1947, provided 
Lifo inventories are valued at the same 
price level as non-Lifo inventories. Out- 
side of manufacturing, the only extensive 
use of Lifo has been by department stores, 
which had perhaps $300 million or so of Lifo 
inventories at the end of that same year. 


It is apparent, from a wide range of inter- 
views, that the predominant motivation for 
the shift to Lifo has been the desire to save 
taxes. Many companies have made huge 
tax savings thereby, although some of these 
savings will be offset by tax losses in any 
future year of price decline. Tax saving is 
the predominant motive for shifting, but it 
is by no means the only one. Others are 
discussed in detail by the author. 


The inclusion of inventory profits and 
losses in income tends to produce an excess 
of business optimism in times of rising 
prices and unwarranted pessimism in times 
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of falling prices. Alternately, the fact that 
taxes must be paid on inventory profits, 
if they are included in taxable income, tends 
to put business’in a tighter cash position 
in times of rising prices as compared with 
the situation if inventory profits are excluded 
from income. The reverse is true if prices 
are falling. The author proposes the con- 
sideration as to whether the inclusive or 
exclusive method promotes a greater degree 
of stability in our national economy. These 
psychological and cash elements have an 
effect on such economic factors as the 
working-capital position of business, divi- 
dend policies, wage policies and inventory 
procurement policies. 


There ensues a discussion in detail of the 
various inventory procedures commonly used 
for business, tax and national-income pur- 
poses. Among the methods examined are 
the traditional lower-of-cost-or-market proce- 
dure used by most companies. Lifo itself 
and methods related to Lifo, such as the 
base-stock and inventory-reserve methods. 
Lifo is examined in more detail than the 
other methods because tax requirements have 
influenced inventory methods mainly through 
their effect on Lifo procedures. 


By Experts, for Experts 


Some Problems in Federal Taxation. Royal 
S. Van de Woestyne, Editor. The University 
of Chicago, University College, Downtown 
Center, School of Business, Chicago, Illinois. 
172 pages. 

The chapters of this volume were read 
before the First Institute on Federal Taxation 
conducted by the School of Business of 
the University of Chicago. The Institute 
was founded as a seminar, on a high techni- 
cal level, dealing with the problems of fed- 
eral tax practice in its various phases; 
Taxes—The Tax Magazine carried most of 
the papers delivered at the second meeting 
in its December, 1949 issue. 


This compilation of the papers of the 
first meeting is conveniently divided accord- 
ing to topic: “Accounting and Related 
Problems,” “Compensation,” “Legislation 
and the Judiciary,” “Problems in Corporate 
Planning” and “Procedure.” Under “Prob- 
lems in Corporate Planning” will be found 
Arnold R. Baar’s article on corporate re- 
organizations which was published in the 
August, 1949 issue of TAxES—The Tax 
Magazine. 


Arthur R. Kaiser, general manager of 
the tax department of Sears, Roebuck 
and Company, gives an interesting treat- 
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ment of profit sharing and its tax implica- 
tions, citing the Sears plan which he has 
been able to observe first-hand. Another 
timely article is Alexander Eulenberg’s dis- 
cussion of substance v. form in connection 
with real estate transactions. 


The Institute’s volume will appear annually 
after each tax conference, and will continue 
to treat of the pertinent problems in the 
federal tax field. 


Accounting Papers 


Accounting and Tax Problems in the Fifties. 
American Institute of Accountants. Ameri- 
can Institute Publishing Company, Inc., 270 
Madison Avenue, New York 16, New York. 
1950. 110 pages. $1. 


Twelve technical papers were presented 
at the sixty-second annual meeting of the 
American Institute of Accountants, held at 
Los Angeles, California, from October 21 to 
November 3, 1949. These papers, now in 
book form, cover topics pertinent to finance, 
taxes and accounting. 


Taxes, Taxes Everywhere .. . 


Tax Systems. Tax Research Department. 
Commerce Clearing House, Inc., 214 North 
Michigan Avenue, Chicago 1, Illinois. Twelfth 
Edition, 1950. 488 pages. $15. 


Tax Systems is a yearbook of legislative 
and statistical information, including the 
forty-eight states, Alaska and Hawaii, and 
sixty-four foreign countries and _ political 
subdivisions. Here, in large-scale charts and 
tables, are essential data covering federal, 
state and local tax systems, revenue yields 
and comparative data. It shows what is 
taxed, how it is taxed, the tax rate and 
other essential information for each juris- 
diction. All tax structures are the latest 
editorially available down to press time. 
Partial contents include: 


(1) United States tax charts—Compre- 
hensive, large-scale charts show at a glance 
the legal citation, title, basis, measure, rate, 
administration, return and due dates for all 
federal taxes, together with a wealth of 
other pertinent factual information. 

(2) Comparative tax tables of the forty- 
eight states—Helpful tables show you just 
what is being done with respect to particular 
tax problems by all the states, and the Dis- 
trict of Columbia. Every form of tax and 
its methods of administration are carefully 
listed for ready reference. 


(3) Tax collections in the United States 
—Federal tax collection data for ten con- 
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secutive years, state data for seven years 
and city data for three years, collected from 
tax officials in various units of government, 
are analyzed. The basic data are broken 
down to show the amounts collected by 
various units of government, the yields by 
taxes in actual amounts and percentages and 
per capita collections. 


(4) Foreign tax systems—This section 
contains invaluable tax information on im- 
portant nations the world around, includ- 
ing Argentina, Australia, Canada, France, 
Italy, Mexico, Sweden, Union of South 
Africa, and the United Kingdom, among 
others—sixty-four foreign countries and 
political subdivisions in all. Logically, em- 
phasis throughout is upon those lands in 
whose economic welfare we in this country 
are deeply interested for one reason or 
another. 


Comprehensive and informative, this col- 
lection of tax facts and data is the founda- 
tion stone for every library on taxation. 


Tax Court Practice 


Procedure and Practice Before the Tax 
Court of the United States. Commerce Clear- 
ing House, Inc., 214 North Michigan Avenue, 
Chicago 1, Illinois. Eleventh Edition, 1950. 
288 pages. $3. 

The experienced tax practitioner will take 
a cordial interest in this new book, which 
analyzes the subject from a practical rather 
than a theoretical viewpoint. Here is a com- 
pilation, in one convenient source, of the 
applications of the law and the Tax Court’s 
rules in the representation of a case. 


Since the tenth edition, issued in June, 
1946, Tax Court rules have been amended 
several times, and many court and Tax 
Court decisions have been handed down 
which interpret certain procedural require- 
ments. The explanatory treatise is presented 
‘in eleven chapters, ranging from “Steps 
Connected with an Appeal” to “Appellate 
Review of Tax Court’s Decision.” In addi- 
tion, the following material is included in 
full text, with all amendments through Feb- 
ruary 15, 1950: Court Rules for Review, 
Rules of the Tax Court, Code of Evidence 
District of Columbia and Specimen Forms. 


Revised Malt Liquor Regulations 


Federal Malt Liquor Regulations 18, As 
Amended by Treasury Decision 5769. Com- 
merce Clearing House, Inc., 214 North 
Michigan Avenue, Chicago 1, Illinois. 1950. 
100 pages. $1. 
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Between the covers of this booklet is the 
complete text of the Fermented Malt Liquor 
Regulations, with all the changes made by 
the just-released Treasury Decision. The 
booklet presents far more than a simple 
statement of the revised regulation. Among 
the features is a side-by-side comparison of 
the sections of the regulations which are 
changed by the new decision. Subjects cov- 
ered are the complicated problems that 
arise under federal regulation and control 
of the production, sale and tax payment of 
beer, lager beer, ale, porter and_ similar 
fermented beverages. 


ARTICLES 


Accrual Problems... What are the prin- 
cipal situations in which an obligation, re- 
ceivable or payable, may be too highly 
contingent or uncertain to warrant accrual 
for tax purposes? The author discusses 
this problem and the trends in the handling 
of these cases by the courts.—Holland, 
“Accrual Problems in Tax Accounting,” 
Michigan Law Review, December, 1949. 


Delinquency Penalties ... In what cases 
will relief be granted from delinquency pen- 
alties added to the federal income tax when 
the delinquencies are caused by (1) tax- 
payers, (2) their agents and (3) their ad- 
visors ?—Reisner, “Relief from Delinquency 
Penalties: The Internal Revenue Code,” 
University of Pennsylvania Law Review, De- 
cember, 1949, 


Family Partnerships ... Although a busi- 
ness arrangement among members of a 
family may be such as to constitute a valid 
partnership under applicable state law, the 
same result need not at all follow for pur- 
poses of the federal income tax. This article 
discusses the impact of the recent Culbert- 
son decision upon the tax question.—Bruton, 
“Family Partnerships and the Income Tax— 
The Culbertson Chapter,” University of 
Pennsylvania Law Review, December, 1949. 


“Reasonable” Expenses as Deductions... 
Salary expenses, even though “ordinary and 
necessary” to the operation of a business, 
may not be allowed as deductions if the 
expenses are not “reasonable” in amount.— 
Peters, ‘““The Lincoln Electric Company Case,” 
Miami Law Quarterly, December, 1949. 


Timing Problems . . . When must cash- 
basis and accrual-basis taxpayers report dif- 
ferent items as income and deductions? The 
developed law on this topic is summarized 
by the author.—Bowe, “Cash and Accrual 
Methods of Income Tax Accounting,” Van- 
derbilt Law Review, December, 1949. 


March, 1950 e TAX ES—The Tax Magazine 


2 Se NOT TT IA 





Apr 


Apr 


YQ >.> > D> 


a | 





the 
juor 
» by 
The 
aple 
ong 
n of 

are 
>Ov- 
that 
trol 
t of 
lilar 


rin- 
re- 
shly 
rual 
sses 
ling 
and, 
ng, 


aASES 
en- 
hen 
tax- 

ad- 
ney 
de,” 


De- 


usi- 
tf 2 
alid 

the 
pur- 
ticle 
ert- 
iton, 


of 
949. 


and 
ess, 
the 
it.— 
ise, 


ash- 
dif- 
The 
ized 
rual 
7an- 





State Tax Calendar 








ALABAMA 
April 1 
Automobile dealers’ report due. 
April 10—— 


Alcoholic beverage report and tax of pub- 
lic service licensees due. 

Alcoholic beverage report of wholesalers 
and distributors due. 

Automobile dealers’ report due. 

Bank income tax return due (last day). 

Tobacco stamp and use tax report and 
payment due. 

Tobacco wholesalers’ and jobbers’ report 
due. 


April 15—— 

Carriers’, warehouses’ and transporters’ 
gasoline tax report due. 

Carriers’, warehouses’ and transporters’ 
lubricating oils tax report due. 

Motor carriers’ mileage report and tax 
due. 

Oil and gas conservation tax report and 
payment due. 

Oil and gas production tax report and 
payment due. 


April 20—— 

Automobile dealers’ report due. 

Carbonic acid gas report and payment 
due. 

Coal and iron ore mining tax report and 
payment due. 

Diesel fuel tax report and payment due. 

Gasoline tax report and payment due. 

Lubricating oils tax report and payment 
due. 

Motor fuel tax report and payment due. 

Sales tax report and payment due. 

Use tax report and payment due. 


April 30-—— 
Forest products severance tax report and 


payment due. 
Franchise tax payment due (last day). 


ARIZONA 





April 1 
Insurance companies’ premiums tax re- 
port and payment due. 
Mining corporations’ report due 
day). 


(last 
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April 5—— 
Alcoholic beverages licensees’ report due. 

April 10—— 
Wholesalers of malt, vinous and spiritu- 
ous liquors, report and payment due. 


April 15—— 
Gross income report and payment due. 
Phoenix business privilege tax report and 
payment due. 
April 20—— 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 


April 25—— 
Motor vehicle fuel distributors’, whole- 
salers’ and carriers’ report and payment 
due. 


ARKANSAS 
April 10 
Alcoholic beverages report due. 
Motor fuel carriers’ report due. 
Property tax return due. 
Statement of purchases of natural re- 
sources due. 


April 15—— 
Compensating (use) tax report and pay- 
ment due, 


Third Monday: 
Bank share tax installment due. 
Property tax installment due. 


April 20—— 
Gross receipts tax report and payment 
due. 
Use fuel tax report and payment due. 


April 25—— 
Motor fuel tax report and payment due. 
Natural resources severance tax report 
and payment due. 








CALIFORNIA 
April 1 
Common carriers’ distilled spirits tax re- 
port and payment due. 
Gasoline tax report and payment due. 
Insurance companies’ premiums tax ad- 
ditional report due. 
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April 15—— 
Beer and wine report and tax due. 
Common carriers’ report of alcoholic bev- 
erages imported due. 

Distilled spirits report and tax due. 

Gift tax return due. 

Motor carriers of property for hire, gross 
receipts tax report and payment due. 

Off-sale general liquor licensees’ quarterly 
report due (last day). 

Personal income tax return and first in- 
stallment due. 

Use fuel tax report and payment due. 

April 20—— 

Motor carriers’ gross receipts report and 
tax due. 

Real property tax semiannual installment 
due (last day). 

April 30—— 

Private car tax report due. 

Sales tax report and payment due. 

San Francisco purchase and use tax re- 
turn and payment due. 

Use tax report and payment due. 


COLORADO 
April 5—— 
Alcoholic beverage manufacturers’ report 
due. 
Motor carriers’ tax due. 
April 10—— 
Motor carriers’ report due. 
April 14— 
Sales tax report and payment due. 
Use tax report and payment due. 
April 15—— 
Coal mine owners’ report due. 
Coal tonnage tax report due. 
Denver sales tax report and payment due. 
Income tax return and first installment 
due. 
April 25—— 
Diesel fuel tax report and payment due. 
Gasoline tax report and payment due. 
April 30—— 
Property tax due (last day to pay in one 
installment without penalty). 


CONNECTICUT 





April 1 
Cable, car, express, telegraph and tele- 
phone corporations’ tax return due. 
Income (franchise) tax return and pay- 
ment due. 
Insurance companies’ premiums tax due 
from foreign companies. 
April 15— 
Gasoline use tax report and payment due. 





April 20—— 
Alcoholic beverage tax return and pay- 
ment due. 
April 25—— 
Gasoline tax report and payment due. 
April 30—— 
Sales and use tax return and payment 
due. 


DELAWARE 





April 1 
Motor vehicle registration fee due. 
Railroad tax installment due. 

April 15—— 

Filling stations’ gasoline tax report due. 
Manufacturers and importers of alcoholic 
beverages, report due, 

April 30-—— 

Distributors’ gasoline tax report and pay- 
ment and carriers’ report due. 

Income tax return and first installment 
due. 

Information (annual) return due. 


DISTRICT OF COLUMBIA 


April 10—— 

Licensed manufacturers and wholesalers 
of beer, report due. 

Licensed manufacturers, wholesalers or 
retailers of alcoholic beverages, report 
due. 

April 15—— 

Beer tax due. 

Income (franchise) tax return and first 
installment due. 

Income tax return and first installment 
due. 

Unincorporated business tax return and 
first installment due. 

April 20—— 

Sales and use tax report and payment due. 
April 25—— 

Gasoline tax report and payment due. 


FLORIDA 





April 1 
Auto transportation companies’ 
and tax due. 
Property tax payment due (last day). 
Property tax return due. 
April 10—— 
Manufacturers’ and dealers’ alcoholic bev- 
erages report and tax due. 
April 15—— 
Dealers’, importers’ and carriers’ gasoline 
report due. 
Gasoline use tax and report and gasoline 
nondistributors’ and carriers’ report due. 


report 
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Motor vehicle fuel use tax report and 
ay- payment due. 
Transporters’ and carriers’ alcoholic bev- 

erages report due. 

April 25—— 

Gasoline sales tax and storage tax report 

ent and payment due. 
Oil and gas production tax report and 

payment due. 

Sales, use, rental and admissions taxes 

and reports due. 


GEORGIA 





ue. April 1 
lic Motor vehicle registration fee due. 
Property tax return due (last day except 
in counties of 200,000 or more). 
” April 10—— 
Cigar and cigarette wholesale dealers’ re- 
port due. 
Distilled spirits wholesale dealers’ report 
due. 
Motor carriers’ report due. 
April 15—— : 
Malt beverage tax report due. 


aed April 20—— 


nt 


Gasoline tax report and payment due. 


or 
ort 
IDAHO 
April 15—— 
Beer dealers’, brewers’ and wholesalers’ 
rst report due. 
Cigarette wholesalers’ drop shipment re- 
nt port due. 


Electric power companies’ report and tax 
nd due. 
Gasoline tax report and payment due. 
Motor carriers’ gross receipts tax quarterly 
installment due. 





1e. 
April 25—— 
Gasoline dealers’ report and payment due. 
Use fuel tax report and payment due. 
ILLINOIS 
rt April 1 
Railroad companies’ mileage report on 
private car lines due. 
April 10—— 
Motor carriers’ mileage tax report and 
1 i payment due. 
April 15—— 
Alcoholic beverage tax report due. 
ae ; Cigarette tax return due. 
i Public utilities’ tax report and payment 
= due. 


Sales tax report and payment due. 
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April 20—— 
Gasoline tax report and payment due. 
April 30—— 
Private car lines’ property tax report due 
(last day). 
Railroad companies’ property tax report 
due (last day). 
Transporters’ gasoline report due. 


INDIANA 
April 1—— 
Alcoholic vinous beverage tax due. 
Foreign bridge and ferry companies’ prop- 
erty tax return due. 
Public utilities’ property tax return due 
(last day). 
April 10—— 
Cigarette distributors’ interstate business 
report due. 
April 15—— 
Alcoholic vinous beverage tax due. 
Cigarette distributors’ drop shipment re- 
port due. 
Use fuel tax report and payment due. 
April 20—— 
Bank and trust companies’ intangibles 
tax report due. 
Bank and trust companies’ share tax re- 
port and payment due. 
Building and loan associations’ intangi- 
bles tax report and payment due. 
April 25—— 
Distributors’ and carriers’ gasoline tax 
report and payment due. 
Fuel dealers’ use fuel tax report and 
payment due. 


April 30-—— 
Gross income tax report and payment 
due. 
IOWA 
April 1 





Motor carriers’ additional tax due. 

Pipe line companies’ property tax report 
due. 

Property tax first installment due. 

Railroads’ property tax report due. 


April 10— 
Carriers’ gasoline tax report and payment 
due. 


Class “A” permittees’ beer tax report 
and payment due. 
April 20—— 
Gasoline tax report and payment due. 


Sales tax report and payment due. 
Use tax report and payment due. 
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KANSAS 
April 10—— 
Malt beverage report due. 
April 15—— 
Carriers’ gasoline and fuel use tax report 
due. 
Compensating tax report and payment 
due. 
Income tax return and first installment 
due. 
Motor carriers’ gross ton mileage tax 
report and payment due. 
April 20—— 
Motor carriers’ property tax return due. 
Sales tax report and payment due. 
Use fuel report and payment due. 
April 25—— 
Gasoline tax report and payment due. 


KENTUCKY 
April 10—— 
Distilled liquors blenders’ and rectifiers’ 
tax due. 
Refiners’ and importers’ gasoline tax re- 
port due. 
April 15—— 
Alcoholic beverage report due. 
Corporation license tax report due. 
Fuel use tax report and payment due. 
Income tax return and first installment 
due. 
Passenger carriers’ mileage tax due. 
Public utilities’ gross receipts tax report 
and payment due. 
April 20—— 
Cigarette wholesalers’ report due. 
Oil production tax report and payment 
due. 
April 30—— 
Amusement and entertainment report and 
tax due. 
Dealers’ and transporters’ gasoline tax 
report and payment due. 
Louisville income tax withholding agents’ 
payment due. 


LOUISIANA 

April 1 

Property tax return due. 

Railroad car mileage report due (last 

day). 

Soft drinks tax report due. 

Tobacco tax report due. 
April 10—— 

Importers’ beer report due. 

Importers’ gasoline tax due. 

Importers’ kerosene tax report due. 

Importers’ lubricating oils report due. 
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April 15—— 

Carriers’ beer report due. 

Carriers’ gasoline tax report due. 

Carriers’ kerosene tax report due. 

Carriers’ lubricating oils report due. 

Gift tax return and payment due. 

Intoxicating liquor report due. 

Soft drinks tax report due. 

Tobacco tax report due. 

April 20—— 

Beer wholesale dealers’ tax report and 
payment due. 

Fuel use tax report and payment due. 

Gasoline tax report and payment due. 

Kerosene tax report and payment due. 

Lubricating oils tax report and payment 
due. 

New Orleans sales and use tax report 
and payment due. 

Sales and use tax report and payment due. 

April 30—— 

Carriers’ quarterly report and payment 
due. 

Gas gathering tax report and payment 
due. 

Natural resources severance tax report 
and payment due. 

Producers of dry gas or gas in combina- 
tion with liquid hydrocarbons, tax re- 
port and payment due. 

Public utility and pipe line report due. 





MAINE 
April 1 
Parlor car companies’ tax due. 
April 10—— 


Manufacturers and wholesalers of malt 

beverages, report due. 
April 15—— 

Bank share tax report due. 

Express companies’ tax due. 

Telephone and telegraph companies’ and 
railroads’, including street railroads’, 
statement of gross receipts due. 

April 25—— 
Use fuel tax report and payment due. 
April 30—— 
Gasoline tax report and payment due. 
Road tax report and payment due. 


MARYLAND 
April 10—— 
Admissions tax payment due. 
Beer tax report and payment due. 
April 15—— 
Bank share tax report due. 
Corporations’ property tax return due. 
Domestic corporations’ franchise tax re- 
port and payment due. 
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Foreign corporations’ report and filing 
fee due. 

Income tax return and first installment 
due. 

Sales and use tax report and payment 
due. 

April 30—— 
Gasoline tax report and payment due. 

Purchasers of cargo lots of motor fuel, 
report due. 


MASSACHUSETTS 





April 1 
Marine or fire and marine insurance com- 
panies’ return due. 
April 10 
Alcoholic beverage excise tax report and 
payment due. 
Excise (income) tax return and first in- 
stallment due. 
Meals excise tax report and payment due. 
April 20—— 
Tobacco tax report and payment due. 
April 30-—— 
Motor fuel tax report and payment due. 





MICHIGAN 
April 1 
Chain store tax due. 
Insurance companies’ premiums tax de- 
linquent. 
April 5—— 
Carriers’ gasoline statement due. 
April 10 
Common and contract carriers’ 
and fee due. 
April 15—— 
Sales tax report and payment due. 
Use tax report and payment due. 
April 16—— 
Grain tax return (last day). 
April 20—— 
Cigarette tax report and payment due. 
Diesel fuel users’ report and payment due. 
Distributors’ gasoline tax report and pay- 
ment due. 
Fuel sold for use on vessels, tax due. 
Gas and oil severance tax report and 
payment due (last day). 








report 


MINNESOTA 





April 1 
Foreign corporations’ report and fee due 
(last day). 
April 10 
Wholesalers’, brewers’ and manufacturers’ 
alcoholic beverage report due. 
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April 15—— 
Interstate motor carriers’ mileage tax due. 
April 20—— 
Cigarette tax and report due. 
April 23—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Special use fuel tax report and payment 
due. 
Tractor fuel sellers’ report due. 
April 30—— 


Insurance companies’ premiums tax due. 


MISSISSIPPI 
April 1 
Bank share tax report due. 
Car companies’ property tax return due. 
Property tax return due. 


First Monday 
Railroads’ and utilities’ property tax due. 
April 5—— 

Factories’ report due. 
April 10—— 

Admissions tax report and payment due. 
April 15 

Alcoholic beverage wholesalers’, distribu- 
tors’, retailers’ and common carriers’ 
report due. 

Carriers’ gasoline tax report due. 

Compensating (use) tax report and pay- 
ment due. 

Liquefied petroleum equipment manufac- 
turers’, dealers’ and jobbers’ report of 
sales due. 

Manufacturers, distributors and whole- 
salers of tobacco, report due. 

Occupation (sales) tax and report due. 

Timber severance tax and report due. 

April 20-—— 

Gasoline and oil distributors’ report and 
payment due. 

Motor vehicle dealers’ and agents’ report 
of receipts and sales of vehicles due. 

April 25—— 

Gas severance tax report and payment due. 

Oil and Gas Board maintenance charge 
due. 

Oil severance tax report and payment due. 











MISSOURI 
April 1 
Express companies’ gross receipts tax re- 
port and payment due. 
St. Louis personal property tax return 
due (last day). 





April 5—— 
Nonintoxicating beer permittees’ report 
due. 
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April 10—— 
Oil inspection tax report and payment 
due. 
Receivers of petroleum products, report 
due. 
April 15—— 
Alcoholic beverage sale report due. 
Retail sales tax report and payment due. 
April 25—— 
Use fuel tax report and payment due. 
April 30—— 
Gasoline distributors’ report and payment 
due. 
St. Louis employers’ quarterly withhold- 
ing tax report and payment due. 
Soft drinks manufacturers’ report and 
payment due. 


















MONTANA 
April 1 
Moving-picture theater licenses issued and 
tax due. 
Railroads’ property tax return due. 
April 15—— 
Brewers’, wholesalers’ and transporters’ 
of beer, report and payment due. 
Carriers’ gasoline tax report due. 
Crude petroleum producers’ report due. 
Electric companies’ report and tax due. 
Gasoline tax report and payment due. 
Metalliferous mines license tax report due. 
Motor carriers’ additional fee due. 
Personal income tax return and first in- 
stallment due. 
April 30—— 
Cement producers’ and dealers’ tax re- 
port and payment due. 
Coal mine operators’ tax report and pay- 
ment due. 
Freight line and express companies’ re- 
port due (last day). 
Freight line companies’ property tax re- 
turn due (last day). 
Oil producers’ license tax report and pay- 
ment due. 
Telegraph and natural gas companies’ tax 
and report due. 




























NEBRASKA 





April 1 
Railroad property tax return due. 
April 10—— 
Cigarette distributors’ report due. 
April 15—— 
Alcoholic beverage manufacturers’ and 
wholesale distributors’ report due. 
Carriers’ gasoline tax report due. 
Foreign corporations’ list of stockholders 
due. 
Gasoline tax report and payment due. 
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April 20—— 
Sleeping car companies’ report due. 
Property tax return (intangibles) due. 


NEVADA 
April 10—— 
Liquor report by out-of-state vendors due. 
April 13-—— 
Toll roads and bridges quarterly report 
and tax due. 
April 15—— 
Carriers’ gasoline tax report due. 
Manufacturers’ and importers’ alcoholic 
beverage report due. 
April 25—— 
Dealers’ gasoline tax report and payment 
due. 
Fuel users’ tax report and payment due. 


NEW HAMPSHIRE 





April 1 

Corporation report due. 

Franchise tax due. 

April 10—— 

Manufacturers’, wholesalers’ and importers’ 
alcoholic beverage report due; whole- 
salers’ payment due. 

National bank share tax report due. 

April 15—— 
- Property tax return due (last day). 

Use fuel tax report and payment due. 

April 30—— 
Motor fuel report and tax due. 


NEW JERSEY 
April 1 

Gasoline dealers’ license fee due. 

Marine insurance companies’ report due. 

Motor vehicle registration and fee due. 

Railroad companies’ franchise tax report 
of revenue due. 

April 10—— 

Busses (interstate) report and excise tax 
due. 

Jitneys (municipal) gross receipts report 
and tax due. 

April 15—— 
Financial business tax and report due. 
Franchise tax and report due. 

April 20—— 

Alcoholic beverage retail consumption and 
retail distribution licensees’ report and 
tax due. 

Cigarette distributors’ tax report and pay- 
ment due. 

April 25—— 


Busses (municipal) gross receipts report 
and tax due. 
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Fi 


April 30—— 
Carriers’ gasoline tax report due. 
Distributors’ gasoline report and payment 
due. 


NEW MEXICO 
April 1 
Income tax information return due. 
Merchants’ license tax quarterly install- 
ment due. é 


April 15—— 
Income tax report and first installment 
due. 
Occupational gross 
and payment due. 
Oil and gas conservation report due. 
Severance tax and report due. 


April 20—— 
Electric, gas, water and steam companies’ 
inspection fee due. 
Motor carriers’ report and tax due. 
Pipe line operators’ license tax due. 
April 25—— 
Gasoline tax report and payment due. 


Use or compensating report and pay- 
ment due. 


income tax report 


April 30-—— 
Bank share tax second installment due 
(last day). 
Oil and gas well production tax report 


due. 


NEW YORK 
April 1 
Foreign insurance companies’ premiums 
tax report and payment due. 
New York City semiannual installment 
of property tax due. 
April 15—— 
Personal income tax return and 
installment due. 
Unincorporated businesses’ tax return and 
payment due. 
April 20—— 
Alcoholic beverage tax and report due. 
New York City occupancy tax and report 
on room rental in hotels, apartment 
hotels and rooming houses due. 
New York City sales and use tax return 
and payment due. 
April 25 
Conduit companies’ tax and report due. 
New York City conduit companies’ tax 
and report due. 
New York City public utility excise return 
and payment due. 


April 30-—— 
Gasoline tax report and payment due. 
State Tax Calendar 


first 


NORTH CAROLINA 
April 1—— 
Building and loan associations’ license 
tax due. 
Insurance companies’ and agents’ license 
fee due. 
April 10—— 
Carriers’ gasoline tax report and payment 
due. 
Distributors and bottlers of unfortified 
wines, report and payment due. 
Railroads’ alcoholic beverage report due. 
April 15—— 
Sales tax report and payment due. 
Spirituous liquor tax due. 
Use tax report and payment due. 
April 20-—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Use fuel tax report and payment due. 
April 30—— 
Electric light, power, street railway, gas, 
water, sewerage and telephone companies’ 
report and tax due. 


NORTH DAKOTA 
April 1 
Fire marshal tax due. 
Foreign corporations’ report due (last day). 
April 10—— 
Cigarette distributors’ report due. 
April 15—— 
Beer tax report and payment due. 
Gasoline tax report and payment due. 
Interstate motor carriers’ tax due. 
Motor carriers’ permit fee due. 
April 20—— 
Sales tax report and payment due. 
Use tax report and payment due. 
April 25—— 
Use fuel tax report and payment due. 


OHIO 
April 1 
Motor vehicle registration fee delinquent. 
April 10—— 
Cigarette wholesalers’ report due. 
Classes “A” and “B” permittees’ alcoholic 
beverage report due. 
April 15—— 
Cigarette use tax and report due. 
Use tax report and payment due. 
April 20—— 
Dealers’ gasoline tax report due. 
April 30—— 
Carriers’ gasoline tax report due. 
Gasoline tax due. 
Toledo employers’ annual withholding re- 
turn due. 
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OKLAHOMA 
April 1 
Property tax second installment delinquent. 
April 5—— 
Operators’ report of mines other than 
coal due. 


April 10—— 
Airports’ gross receipts report and tax 
due. 





Alcoholic beverage report and payment 
due. 

Cigarette wholesalers’, retailers’ and vend- 
ing-machine owners report due. 


April 15—— 

Carriers’ mileage tax report and payment 
due. 

Dealers’, retailers’ and carriers’ gasoline 
tax report due. 

Sales tax report and payment due. 

Tobacco wholesalers’, jobbers’ and ware- 
housemen’s report due. 


April 20—— 
Carriers’ use fuel tax report due. 
Coal mine operators’ report due. 
Distributors’ gasoline and imported gaso- 
line purchasers’ tax report and payment 
due. 
Rural electric cooperatives’ property tax 
return and payment due. 
Use fuel tax report and payment due. 
Use tax report and payment due. 
April 30-—— 
Cotton manufacturers’ report and tax due. 
Oil, gas and mineral gross production 
report and payment due. 





OREGON 
April 1 
Common and contract carriers’ annual 
report due. 


Insurance companies’ premiums tax due. 
Public utilities’ report due. 


April 10—— 
Oil production tax report and payment 
due. 


April 15—— 
Excise (income) 
installment due. 
Forest products severance tax report and 
remittance due. 


tax return and first 


Personal income tax return and first 
installment due. 
April 20—— 
Alcoholic beverage tax report and pay- 
ment due. 


Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 
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April 25—— 

















April | 
Gasoline tax report and payment due. Adm 

April 30—— Alco 

Withholding tax return and payment due. tal 
an 

- Pow 

PENNSYLVANIA da 

April 1 : 
Motor vehicle registration fee due. April 
Pittsburgh and Scranton property tax se 

delinquent. Tee 

April 10—— dt 
Importers of spirituous and vinous liquors, 

report due. 
Malt beverage report due. April 
Soft drinks tax report due. Mot 

April 15—— Pri 

Employers’ return of tax withheld at re 
source under Philadelphia income tax April 
due. Inte 
Income tax return and first installment d 
due. ' 
Manufacturers’ alcoholic beverage tax re- April 
port and payment due. Alc 
Cat 

April 30 g 
Gasoline tax report and payment due. Car 
Philadelphia income tax returns and pay- De 

ments on wages and salaries not with- Oc 
held at source due. t 
Use fuel tax report and payment due. Us 
Us 

RHODE ISLAND . 

April 1 April 
Banks’ excise tax return and payment due. Pa 
Insurance companies’ premiums tax return _ 

and payment due. > 
Motor vehicle registration fee due. M 
Public utilities’ tax report and payment 7 
due. Pr 

April 10—— | 

Manufacturers’ alcoholic beverage report 
due. 

April 15—— Apri 
Gasoline tax report and payment due. M 
Gift tax payment due. Pr 

April 20—— Apr 
Sales and use tax return and payment due. A 

y B: 

_ April 30 C 

Corporations employing five or more per- 

sons, report due. Apr 

& 

U 

SOUTH CAROLINA 

‘ Apr 

April 1 B 

Alcoholic beverage wholesalers’ report of LD 
alcoholic beverages received due. 

Chain store tax return and payment due. I 

Domestic corporation license tax due. \ 


Sta 


juors, 


t due. 
return 


April 10 
Admissions tax report and payment due. 
Alcoholic beverage wholesalers’ and re- 
tailers’ report of alcoholic beverage sales 
and additional tax due. 
Power tax return and payment due (last 
day). 
April 20 
Dealers’ fuel oil report due. 
Gasoline tax report and payment due. 


Users of fuel oil, tax return and payment 
due. 


SOUTH DAKOTA 
April 1 
Motor carriers of passengers, tax due. 
Private car lines’ gross receipts tax and 
report due. 


April 10—— 
Interstate motor carriers’ report and tax 
due. 


April 15 

Alcoholic beverage sales report due. 

Carriers’ and retail airplane fuel vendors’ 
gasoline tax report due. 

Carriers’ use fuel tax report due. 

Dealers’ gasoline tax due. 

Occupational retail sales tax quarterly re- 
turn and payment due. 

Use fuel tax report and payment due. 

Use tax quarterly return and payment 
due. 


April 20—— 
Passenger mileage tax due. 


April 30-—— 
Dealers’ gasoline tax report due. 
Mineral products severance tax report and 
payment due. 
Property tax first installment due (last 
day). 


TENNESSEE 
April 1 
Motor vehicle registration and fee due. 
Public utilities’ property tax report due. 
April 10—— 
Alcoholic beverage report due (last day). 
Barrel tax on beer due. 
Carriers’ gasoline tax report due. 
April 15—— 
Carriers’ of use fuel, report due. 
Users of fuel, report due. 
April 20—— 
Bank share tax report due. 
Distributors’ gasoline tax report and pay- 
ment due. 
Liquid carbonic acid gas tax due. 
Manufacturers’ property tax return due. 


State Tax Calendar 


Oil production tax report and payment 
due. 

Property tax return due. 

Sales and use tax report and payment 
due. 


April 30—— 
Bank share tax due (last day). 


TEXAS 
April 1 

Commercial and collection agencies’ tax 
report and payment due. 

Contract carriers’ occupation tax report 
and payment due. 

Motor vehicle registration fee due. 

Public utilities’ tax report and payment 
due. 

Radio, cosmetic and playing-card tax re- 
port and payment due. 

Sulphur production tax report and pay- 
ment due. 

Textbook publishers’ tax report and pay- 
ment due. 


April 15—— 
Oleomargarine dealers’ report and tax due. 
April 20—— 
Carriers’ motor fuel tax report due. 
Motor fuel tax report and payment due. 
Users of liquefied gases and liquid fuel, 
tax report and payment due. 
April 25—— 
Admissions tax report and payment due. 


Carbon black production tax report and 
payment due. 


Cement distributors’ tax report and pay- 
ment due. 


Natural gas production tax report and 
payment due. 

Prizes and awards of theaters, tax report 
and payment due. 

April 30—— 

Bank share tax report due (last day). 

Oil production tax report and payment 
due. 

Property tax return due (last day). 


UTAH 
April 10—— 
Carriers’ use fuel tax report due. 
Liquor licensees’ report due. 
April 15—— 
Use fuel tax report and payment due. 
April 25—— 
Carriers’ gasoline tax report due. 
Distributors’ and retailers’ gasoline tax 
report and payment due. 
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VERMONT 
April 10—— 
Alcoholic beverage tax report and pay- 
ment due, 
April 15—— 
Electric light and power companies’ re- 
port and tax due. 
Railroad, transportation and_ telephone 
companies’ tax due. 
April 20—— 
Property tax return due (last day). 
April 30—— 
Gasoline tax report and payment due. 


VIRGINIA 
. April 1 
Insurance companies’ premiums tax due. 
April 10—— 
Beer dealers’, bottlers’ and manufacturers’ 
report due. 
Warehousemen’s tobacco tax due. 
April 15—— 
Corporation income tax return due. 
Motor carriers’ tax due. 
Motor vehicle registration and fee due. 
April 20—— 
Carriers’ gasoline tax report due. 
Dealers’ and resellers’ use fuel tax report 
due. 


April 30-—— 


Forest products severance tax quarterly 
report and payment due. 

Gasoline tax report and payment due. 

Motor carriers’ quarterly road tax and 
report due. 

Use fuel tax report and payment due. 


WASHINGTON 
April 1—— 
Public utilities’ special report and fee due. 
Steamboat companies’, wharfingers’ and 
warehousemen’s tax report and payment 
due. 
April 10—— 
Brewers and manufacturers of malt prod- 
ucts, report due. 
April 15—— 
Auto transportation companies’ report and 
payment due. 
Butter substitutes report and payment 
due. 
Wholesalers’ cigarette drop shipment re- 
port due. 
April 20—— 
Use fuel tax report and payment due. 
April 25—— 
Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 
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WEST VIRGINIA 
April 1—— 
Public service corporations’ property tax | 
return due. 
Public utilities’ report and tax due. 


April 10—— 
Alcoholic beverage tax report and pay- 
ment due. 


April 15—— 
Cigarette use tax report and payment 
due. 
Sales tax report and payment due. 
April 30-—— 
Foreign corporations’ report due. 
Gasoline tax report and payment due. © 
Occupational gross income tax quarterly 7 
report and payment due. i 


WISCONSIN 
April 1 
Cooperative associations’ report due. : 
Domestic and foreign corporations’ report 7 
due (last day). 
Motor carriers’ flat tax due. 
April 10—— 
Alcoholic beverage tax report due. 
Cigarette wholesalers’ and manufacturers’ | 
report due. 


Oleomargarine tax report and payment” 
due. 


April 15—— 

Gift tax return due. 

Property tax report of railroad, telegraph, 
sleeping car, express, street railway, light, 
heat, power, air carrier and conservation 
and regulation companies due. 

April 20—— 
Gasoline tax report and payment due. 


WYOMING 
April 1 
Bank share tax report due. 
Pipe line companies’ property tax return 
due. 
Public utilities’ property tax return due. 


Telegraph and telephone companies’ prop- 
erty tax return due. 


April 10— 
Carriers’ gasoline tax report due. 


April 15—— 
Dealers’ gasoline tax report due. 
Motor carriers’ report and tax due. 
Sales tax report and payment due. 
Use tax report and payment due. 
Wholesalers’ gasoline tax report and pay- 
ment due. 
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